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EXAMINATION OF 
THE CURRENT CONDITION OF THE 
BANKING AND CREDIT UNION INDUSTRIES 


TUESDAY, APRIL 20, 2004 

U.S. Senate, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Committee met at 2:34 p.m., in room SD-538, Dirksen Sen- 
ate Office Building, Senator Richard C. Shelby (Chairman of the 
Committee) presiding. 

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY 

Chairman Shelby. The hearing will come to order. 

I want to thank our witnesses for being here today. The purpose 
of this hearing is to examine the current state of the banking and 
credit union industries. This, I recognize, involves consideration of 
numerous other issues. I think this is a particularly worthwhile en- 
deavor for this Committee, though, because of the tremendous sig- 
nificance of so many of the matters facing the industry. 

On the broadest level, the performance of the banking system is 
critical to the function of the overall economy. So critical, in fact, 
that Congress created a backstop for the system that potentially 
gives it direct access to the wallet of the American taxpayer. 

On a more basic level, the system provides consumers credit and 
other financial services. 

There are also issues associated with the banking system which 
go beyond economic matters. As the principal means for movement 
of financial resources throughout the world, the system is some- 
thing that terrorists would readily exploit to further their mur- 
derous endeavors. 

Furthermore, while examining these issues in relation to the sys- 
tem, we must keep in mind that it is not comprised of a simple, 
monolithic entity. Rather, the “banking system” is made up of thou- 
sands of different firms of various sizes with different regulators, 
which are vigorously competing in extremely complex and dynamic 
national and international markets. 

Thus, in light of the significant macro and microeconomic and 
national security issues associated with the performance of the 
banking system, I think that it is important for the Committee to 
address some basic questions. 

For example, how healthy is the banking system today? 

What are the present risks that could compromise the perform- 
ance of the system? 
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What future risks are looming on the horizon? 

What can be done to strengthen the system against these risks? 

I have long supported ongoing review of the regulatory structure 
governing the banking system. I think it is important to closely 
monitor these laws and rules because, due to the fast-paced nature 
of changes in the financial service industry, they can readily out- 
live their intended purposes and become inefficient and very bur- 
densome. 

In the past, I have worked directly on regulatory relief legisla- 
tion. I am happy to note that Senator Crapo has taken up this ef- 
fort on this Committee and is working on his own regulatory relief 
measure. I commend him for this. I look forward to working with 
Senator Crapo and others and hope that today’s hearing will prove 
helpful to their efforts. 

Before moving on, I want to recognize the contributions of Chair- 
man Dollar, who will soon be leaving his post at the National Cred- 
it Union Administration. Good luck in your future endeavors. And 
I thank all of you for being here today. 

STATEMENT OF SENATOR WAYNE ALLARD 

Senator Allard. Thank you, Mr. Chairman. I really do not have 
any opening statement. I do have a short one I will just put in the 
record because I am anxious to hear from the panel. 

Chairman Shelby. It will be made part of the record, without ob- 
jection. 

Senator Allard. I would just like to thank all of you for taking 
the time to testify before our Committee and I look forward to what 
you have to say. 

Chairman Shelby. Senator Banning. 

STATEMENT OF SENATOR JIM RUNNING 

Senator BUNNING. I just would like permission to put my state- 
ment in the record. 

Chairman Shelby. Without objection, your complete statement 
will be made part of the record in its entirety. 

Chairman Shelby. Senator Crapo. 

STATEMENT OF SENATOR MIKE CRAPO 

Senator Crapo. I will make my statement a part of the record 
as well, Mr. Chairman. I look forward to working on reg relief and 
the other critical issues before us today. Thank you. 

Chairman Shelby. Senator Crapo, I do not know if you were 
here a minute ago. I did acknowledge your work in the regulatory 
relief area because as we all know and as you especially know, 
there are a lot of laws and regulations that have no meaning in to- 
day’s financial world, except to add a burden of cost to people. 

Senator Crapo. You are correct, Mr. Chairman, and I did have 
a statement on that. I am not going to give it all because I have 
questions for the panel, and I would like to get into those. But I 
appreciate the Chairman’s recognition of that and the Chairman’s 
willingness to work with me on developing that legislation. 

Chairman Shelby. Absolutely. 

Senator Johnson. 
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STATEMENT OF SENATOR TIM JOHNSON 

Senator Johnson. Well, thank you, Mr. Chairman, and I will be 
brief because we do need to move on to the panel. And I welcome 
all of them to this hearing. 

I want to thank you and Ranking Member Sarbanes for holding 
this hearing. My constituents in South Dakota are extremely fortu- 
nate to benefit from a stable mix of large and small financial insti- 
tutions. We have more than 100 small banks and credit unions 
scattered throughout the State, reaching into the most remote of 
our communities. These small banks and credit unions provide crit- 
ical financial services to these communities which might otherwise 
be underserved. And as I have noted in the past, deposit insurance 
is a critical component to the financial services provided in those 
communities. 

I remain hopeful that this Committee will work together over the 
next few remaining months to pass once and for all comprehensive 
deposit insurance reform to ensure the continued health of the sys- 
tem. With the number of legislative days waning, we are up 
against the clock. At this point the major hurdle appears to be get- 
ting the Administration and others to look at the facts behind the 
need for increased retirement coverage. I strongly believe that the 
retirement coverage issue deserves distinct analysis, and that is 
why in November 2001, I held a Subcommittee hearing on that 
topic alone. Health care costs are exploding, corporations are tak- 
ing away benefits from retirees in too many instances, and it is no 
longer absurd to suggest a person might need more than $100,000 
to make it from age 65 through the remainder of their life. 

We have agreement, just about everyone, on all the other compo- 
nents of our proposed legislation, and we have a strong bipartisan 
team committed to reform, including Senators Hagel, Reed, Enzi, 
Stabenow, and Allard. The time to adopt comprehensive deposit in- 
surance reform is now, and I expect we will hear today that the 
FDIC and NCUA funds and the banking and credit system as a 
whole seem to be doing quite well. The last thing we want to do 
is wait to legislate during a crisis, and this issue first gained trac- 
tion because of concern over the declining insurance fund ratios, 
particularly in the Bank Insurance Fund. I do not think anyone is 
sorry to see these ratios rise since the whole point of this discus- 
sion is the safety and soundness of America’s financial system. 

In addition, nothing changes the fact that new entrants into the 
marketplace, large security firms that have recently chosen to 
sweep large deposits into insured accounts, continue to receive de- 
posit insurance for free. The uptick in ratios is simply no excuse 
for Congressional inaction in the face of what everyone agrees is 
a system that needs revision. 

Coming from a rural State, I know firsthand how bleak the situa- 
tion would be if community banks and credit unions did not pro- 
vide the first-rate services that they do. We need to make sure that 
Congress does not turn a blind eye to marketplace distortions that 
allow enormous corporate entities to manipulate the system to 
their advantage, and the banking industry continues to generate 
record profits year after year. Capital levels have remained steady, 
problem institution levels remain at historic lows, and the deposit 
insurance fund ratios are growing. 
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During this period of stability in the system, our financial insti- 
tution regulators have had the opportunity to focus on the future, 
and we here in the Committee need to do the same. 

I look forward to listening to the panel testimony today, and I 
thank the panel members for joining us. 

Chairman Shelby. Thank you. Senator Johnson. I just want to 
briefly respond to your request. 

A lot of us are interested in deposit insurance reform. I am par- 
ticularly interested in about four or five items there, but I do not 
think reform is necessarily reaching back and running the insur- 
ance rate up. And others, I think, tend to agree with me on that. 
I do not know if it is a majority, but I would be glad to sit down 
with you and work and see if we could look at something prospec- 
tively in the future. 

Senator Johnson. Thank you, Mr. Chairman. 

Chairman Shelby. I know you have worked hard in this area. 

We are honored to have again before the Committee a distin- 
guished panel: Alan Greenspan, who really needs no introduction. 
Chairman of the Board of Governors of the Federal Reserve Sys- 
tem; John D. Hawke, Jr., Comptroller of the Currency; Donald E. 
Powell, Chairman of the Federal Deposit Insurance Corporation; 
James E. Gilleran, Director, Office of Thrift Supervision; Dennis 
Dollar, Chairman of the National Credit Union Administration; 
and Kevin Lavender, the Tennessee State Bank Commissioner, 
Tennessee Department of Financial Institutions, testifying on be- 
half of the Conference of State Bank Supervisors. 

Gentlemen, we welcome all of you here. Your written testimony 
will be made part of the record in its entirety and be part of the 
hearing process. 

We will start with Chairman Greenspan because I think people 
would like to hear from you and have a chance to question you. 

Chairman Greenspan. 

STATEMENT OF ALAN GREENSPAN, CHAIRMAN 
BOARD OF GOVERNORS OF THE FEDERAL RESERVE SYSTEM 

Chairman Greenspan. Thank you very much, Mr. Chairman. 

Chairman Shelby, Members of the Committee, I am pleased to be 
here this afternoon to discuss the condition of the U.S. banking sys- 
tem and related matters. 

Three years ago, bank asset quality, mainly in the corporate sec- 
tor, began to decline, but banks were well positioned to deal with 
emerging problems. Their capital position was strong, the indus- 
try’s overall asset quality was high, and banks had made signifi- 
cant progress in diversifying their sources of revenue. 

As the economy slowed, the industry was quick to act in address- 
ing its emerging asset problems. Household credit demand stayed 
high and earnings remained at or near record levels, while assets 
continued to expand. 

Importantly, the recession was mild and short-lived, making the 
necessary adjustments easier. Strong capital positions and a mild 
recession were probably the most important factors, but the bene- 
fits of an ongoing effort by banks to improve risk measurement and 
management and the maturing of new techniques for shifting risk 
should not be ignored. 
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The basic thrust of recent efforts to improve the management of 
risk has been better quantification and the creation of a formal and 
more disciplined process for recognizing, pricing, and managing 
risks of all types. Earlier detection of deviations from expectations 
now can, and does, lead to earlier corrective actions by bank man- 
agers and, as necessary, by bank supervisors as well. 

Better methods for measuring credit risk also have spurred 
growth in secondary markets for weak or problem assets which 
have provided banks with a stronger basis for valuing these credits 
and an outlet for selling them and limiting future losses. 

The result is greater liquidity for this segment of bank loan port- 
folios and the earlier transfer of weakened credit from bank bal- 
ance sheets. Portfolio risks also have been increasingly hedged by 
transactions that do not require asset sales, such as derivatives 
that transfer credit risk. 

Recent initiatives of the Basel Committee on Banking Super- 
vision to revise international capital standards have helped focus 
attention on risk measurement practices and have encouraged fur- 
ther investment in this area. In my view, such efforts are crucial 
to extending the progress that the industry has already made. We 
need a more accurate, more risk-sensitive measure of capital ade- 
quacy to provide our large, complex banking institutions with ap- 
propriate risk management incentives and to provide the regu- 
lators with a more reliable basis for supervising them in a way that 
focuses on true risks. In the process, such a measure should also 
enhance our efforts in taking prompt corrective action. 

For all these reasons, I believe the U.S. banking agencies must 
remain committed to the process of developing and applying a re- 
vised regulatory capital standard and a new capital accord, Basel 
II, for the world’s international banks. 

In reflection of public comments on last summer’s advanced no- 
tice of public rulemaking on such a revision to the U.S. capital 
rules, the agencies have been successful in extending the negotia- 
tion period at Basel and incorporating into the proposal significant 
revisions as described in my statement. 

There are still some important details to be worked out among 
the U.S. agencies, mainly on the capital treatment of credit cards. 
The Federal Reserve for its part will continue to make every effort 
to reach a consensus on this issue that is both risk-sensitive and 
workable. If successful, a new Basel proposal then could be pub- 
lished on schedule at mid-year that could be tested among larger 
U.S. banks later this year and could be the basis for a good-faith 
notice of proposed rulemaking next year. 

Our basic goal, shared with all the other agencies, is to develop 
a revised accord that reflects 21st century realities, that meets our 
needs for a safe, sound, and competitive banking system, and that 
addresses the legitimate concerns of the industry. Among the legiti- 
mate concerns of some banks that must be addressed is ensuring 
that the application of Basel II in the United States to only our 
largest banks does not upset the domestic competitive equilibrium. 
As explained in my statement, we are carefully studying this issue 
and have, in fact, uncovered some potential problems between large 
banks that choose not to adopt Basel II in this country and those 
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that are required to do so or opt in. We are studying other markets 
to see if there are similar problems. 

We will not go forward on Basel II until policies are adopted that 
mitigate such effects, where appropriate. We cannot, however, re- 
spond to unsubstantiated and generalized fears of change. Such 
concerns should not halt the evolution of regulatory capital stand- 
ards for large, complex banking organizations that play such an 
important role in domestic and global financial markets. 

The significant bank consolidation that began 20 years ago re- 
flects technological, global, and statutory and regulatory changes 
and has resumed in recent months after a period of relative inac- 
tivity. This ongoing consolidation of the U.S. banking system has 
not, in my judgment, harmed the overall competitiveness of our 
banking and financial markets. Although they have facilitated and 
fostered consolidation, the reduced legal barriers to entry — such as 
the relaxation of interstate banking laws, along with technological 
advances such as the use of ATM’s and electronic banking — have 
provided net competitive benefits to American consumers of finan- 
cial services. 

Developments such as these have stimulated competition among 
depository institutions and between depositories and nonbank pro- 
viders of financial services. Moreover, it is worth emphasizing that 
measures of concentration in local markets, both urban and rural, 
have declined modestly since the mid-1990’s as most mergers are 
for the purpose of expanding into new markets. Importantly, it is 
in local markets where most households and small and medium- 
sized businesses, those customers that may have the fewest alter- 
natives for acquiring financial services, obtain the vast majority of 
their banking services. 

Briefly, Mr. Chairman, let me say in answer to the question in 
your invitation letter that the Federal Reserve still supports the 
merger of the deposit insurance funds, enhanced flexibility in set- 
ting deposit insurance premiums, and especially wider latitude for 
risk-based pricing. However, we still do not support higher deposit 
insurance coverage limits. 

Finally, I want to reiterate that the past decade is one in which 
the banking industry has recorded persistent record profits while 
providing an ever wider range of products and services to much 
more diverse groups. The industry’s experience during the past sev- 
eral years in dealing with clear weakness in key economic sectors 
reinforces the importance of strong capital positions and robust 
risk management practices. Bank supervisors worldwide are work- 
ing to encourage both through more accurate and more effective 
regulatory capital standards based on even better internal risk 
management procedures. 

Thank you very much, Mr. Chairman. I look forward to your 
questions. 

Chairman Shelby. Thank you. Chairman Greenspan. 

Mr. Hawke. 
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STATEMENT OF JOHN D. HAWKE, JR. 

COMPTROLLER OF THE CURRENCY 
U.S DEPARTMENT OF THE TREASURY 

Comptroller Hawke. Chairman Shelby and Members of the Com- 
mittee, I appreciate this opportunity to review the condition of the 
national banking system. I would like to make two key points in 
my oral testimony this afternoon. 

First, by virtually every measure, the national banking system, 
which consists today of about 2,100 financial institutions, is in ex- 
cellent health. Earnings have been at historically high levels for a 
decade. In 2003, national banks set records for both return on eq- 
uity and return on assets. Loan growth has also been strong over- 
all. In 2002 and 2003, total loans grew by 7.8 and 7.6 percent, re- 
spectively. 

The rise in bank assets has been fueled by the growth in bank 
deposits that one might expect to see in a low interest rate environ- 
ment. Deposits in national banks grew at an average 7.4 percent 
over the past 3 years. But asset growth has not come at the ex- 
pense of asset quality. The noncurrent loan ratio for national banks 
in the second quarter of 2002 was 1.6 percent. At a comparable 
point in the last economic cycle, it was 4.4 percent. 

Data on failures and new entrants similarly reflects the banking 
system’s health and dynamism. In 2003, only two commercial 
banks failed — one national and one State-chartered institution. By 
contrast, 100 commercial banks, including 33 national banks and 
67 State banks, failed in 1992 — the first year of recovery after the 
1991 recession. Last year also saw 111 new commercial bank en- 
trants. 

By historical standards, the system is also exceedingly well cap- 
italized. Today, all national banks, with minor exceptions, have 
risk-based capital above 8 percent, and less than 1 percent of na- 
tional banks have risk-based capital below 10 percent. 

Concerns have been expressed about declining demand for con- 
sumer loans and loans backed by commercial and residential real 
estate in a rising interest rate environment, as well as the impact 
of such a development on bank earnings, to which they have made 
such an important contribution. And, as recent events have taught 
us, operational, strategic, and reputational risks posed by bank ac- 
tivities can have just as serious an impact on bank soundness as 
changes in a bank’s financial condition. 

Yet I am optimistic about the ability of the banking system to 
overcome these challenges, just as it overcame the challenges of the 
recent recession. Our optimism is based on two factors. The first 
is the dramatic improvement in the tools, techniques, and processes 
available to financial institutions to manage just such risks. Banks 
increasingly look at risk in more comprehensive terms rather than 
on a transaction-by-transaction basis. 

Risk management has also benefited from the use of tools that 
enable banks to better adjust and manage their risk profiles. The 
growth of the syndicated loan market has enabled banks to more 
broadly distribute credit exposures within the banking system, as 
well as to foreign banking organizations and nonbanks. The ex- 
panding asset securitization market has provided banks with a way 
of managing concentration risk and diversifying funding sources. 
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And growth in the derivatives markets has given banks additional 
tools to manage their credit and interest rate risk exposure. 

OCC supervision provides the national banking system with a 
second layer of protection against the challenges posed by our 
changing economy and provides a second reason for optimism. Our 
risk-based approach involves supervisory policies and processes 
that tailor OCC oversight to the key characteristics of each bank, 
including asset size, products offered, markets in which the bank 
competes, and the board’s and management’s appetite for risk. 

In response to the growing importance of nonfinancial risks, we 
have strengthened our supervision in the critical areas of audit and 
corporate governance. New supervisory guidance, developed both in 
conjunction with other the U.S. banking agencies and independ- 
ently by the OCC for national banks, set forth our expectations 
that well-planned, properly structured, and independent auditing 
programs are essential to effective risk management and internal 
control systems. 

Finally, I would like to comment briefly on developments relating 
to the Basel II process. This is an enormously complex and impor- 
tant project in which the OCC has been deeply involved for more 
than 5 years, together with our sister regulators. Even so, some im- 
portant substantive issues have not yet been resolved, and we con- 
tinue to work hard on those issues. 

The important thing to understand is that the Basel process is 
far from over. Before we adopt final implementing regulations for 
national banks, a number of important domestic processes will 
need to be completed. We will need first a new quantitative impact 
study to provide good and reliable estimates of what the actual im- 
pact of Basel II will be on the capital of our banks. The economic 
impact analysis required by executive order will also give us a bet- 
ter idea of the implications of Basel II for our economy. And, of 
course, we will need to continue the dialogue with this Committee 
and its House counterpart on the progress of the process. 

Only when all of these steps have been completed will we be in 
a position to draft and then put out for comment our final imple- 
menting regulations. Clearly, it will be a major, if not impossible, 
challenge to get this done in time to meet the current imple- 
menting date of year-end 2006. 

In conclusion, Mr. Chairman, the national banking system is 
sound, and its recent performance has been strong. It successfully 
weathered the recent recession and is responding in dynamic fash- 
ion to the changes in the financial services marketplace. The OCC, 
too, is keenly focused on keeping pace with change and improving 
our approach to supervision. We look forward to working produc- 
tively with you, with Members of this Committee, and with State 
officials as we pursue our efforts to achieve that goal. Thank you. 

Chairman Shelby. Mr. Powell. 

STATEMENT OF DONALD E. POWELL 

CHAIRMAN, FEDERAL DEPOSIT INSURANCE CORPORATION 

Chairman PoWELL. Thank you, Mr. Chairman, for the oppor- 
tunity to present the views of the FDIC. 

FDIC-insured institutions are as healthy and sound as they have 
ever been. Improvements in underwriting and risk management 
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practices helped to limit the effect of credit losses on industry earn- 
ings during and after the recession. Meanwhile, strong growth in 
mortgage loans, a steep yield curve, new sources of fee income, and 
cost containment efforts helped boost the net operating income of 
the industry. Record earnings 2 years in a row, record returns on 
assets, and a strong capital foundation are all indicators that 
banks not only weathered the recent economic downturn, but also 
have been a source of significant strength for the economy and for 
the American consumer. 

This strength is mirrored in the strength of the FDIC insurance 
funds. At year-end 2003, the combined funds stood at 1.33 percent 
of estimated insured deposits, eight basis points higher than the 
statutory target of 1.25. While several factors, outlined in my sub- 
mitted testimony, may bring this number down a bit, the fund will 
likely remain strong for the foreseeable future. 

As you are aware, my concerns about the deposit insurance sys- 
tem relate to the way it is structured. We cannot price deposit in- 
surance based upon risk. We cannot manage the fund size relative 
to our exposure. And we maintain two funds even though the his- 
toric rationale for doing so has gone away. 

There is broad agreement on the key elements of the deposit in- 
surance reform package, and the FDIC remains willing to work 
with this Committee to achieve reform as soon as possible. 

While the industry is strong and the outlook is favorable, we 
should not overlook the potential risks in the system. Furthermore, 
we should be aware of several fundamental trends in the industry 
that will bring significant consequences for bankers, regulators, 
and policymakers. 

One area of general concern involves household balance sheets. 
While households have been an engine for growth, they also have 
accumulated debt to a historical high of 112 percent of disposable, 
personal income. Further, households took out $1.4 trillion of new 
mortgage debt since the end of 2001. Escalating household debt 
raises questions about the sustainability of consumer spending and 
the ability of borrowers to meet obligations when interest rates 
rise. Our concerns are tempered, however, by the strength of the 
household assets and the strengthening job and wage data we have 
seen in recent months. 

Second, vacancy rates for office, retail, and warehouse space are 
near historic highs, yet commercial real estate concentration in 
banks are high and increasing. We have not seen any significant 
deterioration in loan performance thus far, but higher interest 
rates could yield problems in some areas of the country, and we are 
implementing enhanced procedures to monitor and better under- 
stand this area of the economy. 

Third, it is important to recognize the volatile nature of financial 
markets and the potential for disturbance to spread throughout the 
system. In today’s interconnected financial system, problems that 
initially appeared to be localized could lead to a more widespread 
loss of confidence with a resulting impact on liquidity throughout 
the system. This issue bears watching to ensure that financial mar- 
ket disruptions do not produce significant banking problems going 
forward. 
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I am gratified that the banking industry is facing these risks 
with a strong foundation of capital. The industry’s capital base has 
led it to a position of unparalleled strength and competitiveness in 
the worldwide banking marketplace. It is the best hedge against 
the unexpected and the unknowable. We must ensure, as we move 
forward with Basel II and other important initiatives, that we do 
not erode this base or the regulatory framework it is built upon. 

In addition to these specific issues, the FDIC is working hard to 
understand the long-term trends that are driving the industry and 
looking ahead to the policy questions that may arise. While the 
rate of decline in the number of banks and thrifts has been slowing 
in recent years, the pattern of industry consolidation is leading to 
a greater divide between large and small bank organizations and 
is likely to create pressures on the existing regulatory structure 
and existing regulatory barriers. It also has the potential to pose 
unique challenges for the FDIC. 

Community banks, while numerous, represent a relatively small 
exposure to the deposit insurance funds, and it would take a major 
crisis among small banks to do serious harm to the funds. On the 
other hand, there are a few large institutions that represent an in- 
creasingly significant share of the FDIC’s exposure. 

A continuing challenge is how best to protect the stability of the 
system as customers’ choices continue to expand and bank deposits 
become less important in the overall financial system. Federal de- 
posit insurance works very well for traditional community banks. 
For the largest banking organizations, as they increasingly engage 
in diverse, nontraditional activities, it makes sense to consider 
whether different safety-net arrangements would be more suitable 
for this segment of the industry. Since some aspects of our regu- 
latory system already are tailored to recognize the differences be- 
tween large and small institutions, we should consider the explicit 
creation of a two-tiered safety-net that better addresses these dif- 
ferences. 

In addition to potentially broad implications for the safety-net ar- 
rangements, the large/small divide in the banking industry will 
pose other interesting questions for policymakers. For example, the 
FDIC could look more to market instruments like reinsurance con- 
tracts, or catastrophe bonds to help us assess our large-bank expo- 
sure. We also should ensure that regulatory burden does not weigh 
too heavily on community banks and stifle the innovation and con- 
sumer choice that are hallmarks of our system. 

Finally, as this banking transformation matures, we will see the 
remaining regulatory barriers come under pressure. Issues such as 
the 10-percent deposit cap and the remaining barriers between 
banking and commerce will need to be addressed. As the market 
pressure in this area intensifies, I believe policymakers will need 
to find ways to accommodate consumer demands while constructing 
arrangements that address these issues. We hope that, as this 
Committee and others deal with these important issues, we can be 
a resource to you. Thank you, Mr. Chairman. 

Chairman Shelby. Thank you. 

Mr. Gilleran. 
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STATEMENT OF JAMES E. GILLERAN 
DIRECTOR, OFFICE OF THRIFT SUPERVISION 

Director GiLLERAN. Thank you, Mr. Chairman. It is a pleasure 
to be with you today. I am happy to report that the thrift industry 
has come off the last 3 years in the finest shape it has ever been, 
and we have reached a situation where we are at an all-time high 
in the dollars worth of assets in the system and the system is at 
its best profitability level that it has ever been at. Loan loss re- 
serves are well adequate to cover all expected losses. Capital is the 
highest that it has ever been. And even though we as regulators 
focus on all of the risk factors already mentioned about the credit 
quality and the interest rate risk and the compliance risk, et 
cetera, none of these risks right now looks like it will be over- 
whelming to the system, at least in the near future, as far as we 
can see. In fact, we believe that when we total up the first-quarter 
results for 2004, they again will be a very strong quarter for the 
thrift industry, even though the refinancings dropped substantially, 
that the increase in homeownership in America and the continual 
support of the homeownership area by the public, it looks like it 
is going to be another good year. 

I agree with Chairman Greenspan that we, too, support going 
forward with the Basel II Accord. We look forward to the test that 
has to be made in the future to determine whether or not it is a 
reliable system to be able to regulate the banking system. At the 
OTS, however, we believe that we as regulators should be allo- 
cating additional resources to see whether or not we can take some 
of the concepts that have been devised in Basel II and see if we 
can make Basel I more risk-sensitive for those other 9,000 banks 
in the system that Basel II will not be touching. 

Mr. Chairman, there are some things that we would like to have 
changed. We would continue to like to have parity with the na- 
tional banks in terms of selling investment products, and to this 
date we have not been able to receive the same exemption from the 
SEC that the national banks have. This is creating a competitive 
disadvantage for our thrifts. So we would like to have the Com- 
mittee address that going forward. 

Thank you very much, sir. Glad to be with you. 

Chairman Shelby. Thank you, Mr. Gilleran. 

Mr. Dollar. 


STATEMENT OF DENNIS DOLLAR 
CHAIRMAN, NATIONAL CREDIT UNION ADMINISTRATION 

Mr. Dollar. Chairman Shelby, Ranking Member Sarbanes, and 
Members of the Committee, I want to thank you for the invitation 
to testify before you today on behalf of the National Credit Union 
Administration regarding the condition of the credit union industry 
in America and the National Credit Union Share Insurance Fund 
that insures the deposits of credit union members nationwide. 

I am pleased to report to the Committee that the state of the 
credit union industry remains strong and healthy, with all indica- 
tors clearly portraying a safe and sound industry, serving over 82 
million Americans and well-positioned for continued strength and 
vitality in our Nation’s financial marketplace, both now and in the 
future. 
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At this point I would like to just provide a brief discussion of a 
couple of key ratios and trends that have been compiled from call 
report data submitted by Federal credit unions to NCUA as of De- 
cember 31, 2003. 

The average net worth-to-asset ratio of all federally insured cred- 
it unions remains extremely strong at 10.72 percent, even though 
there has been a significant share growth of over 15 percent in 
2001, almost 11 percent in 2002, and just over 9 percent in 2003. 
Such a strong share deposit growth would normally bring about a 
significant decrease in the net worth ratio were not the credit 
unions managing these increased shares effectively and continuing 
to build net worth. 

For example, over the course of 2003, credit union net worth, 
which we need to recognize is built solely from the retained earn- 
ings of credit unions — credit unions cannot issue stock, cannot 
issue subordinated debt — has increased in total dollars by 9.6 per- 
cent. This growth in actual dollars of net worth results in the high- 
est level in history of total industry net worth, currently at $65.4 
billion as of December 31. 

Return on average assets is 0.99 percent, which, even with a his- 
torically high growth in shares during a low interest rate environ- 
ment, compares very favorably with the recent historical trends. 

Loan volume increased by 9.75 percent in 2003, but yet the credit 
unions’ overall delinquency ratio remains steady at 0.77 percent 
and is lower than the ratios recorded in the previous 2 years. 

Savings grew to $528 billion in 2003, an increase of over 9 per- 
cent. Total assets grew to an all-time high of $610 billion, again, 
an increase of over 9 percent. 

Member business lending in credit unions increased $8.9 billion, 
and although this category of credit union lending has increased 
over the past years, member business lending still represents only 
2.3 percent of all loans in federally insured credit unions. 

First mortgage real estate loans grew over 16 percent to $117.5 
billion, thus credit unions continue as a source of access to the 
American Dream of homeownership for millions of their members. 

New auto lending increased over 5 percent; used auto lending, in- 
dicating the economic times that we are in, increased by a higher 
percent, 12.5 percent. 

These ratios and trends, of course, taken as a whole I think are 
indeed indicative of a healthy and robust industry. 

We are closely monitoring a number of emerging key issues and 
some of the same ones that my colleagues have mentioned here 
today — challenges specifically affecting the credit union industry, 
some of them; others are those related to the overall financial mar- 
ketplace: interest rate risk and net margin compression; increased 
competition for consumer lending; information systems and tech- 
nology risk. These are all items that I discuss more in depth in my 
written testimony. 

I would like to briefly address, before I conclude, the condition 
of the National Credit Union Share Insurance Fund, which pro- 
vides Federal share insurance, coverage on credit union accounts 
generally up to $100,000 per member in a single, federally insured 
credit union. 
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As of December 31, there were $479 billion in insured funds, 
with a 1.29-percent equity ratio at the end of the first quarter of 
2004. Earnings have been sufficient to keep the fund well capital- 
ized well into the future. But dividends to insured credit unions, 
that are allowed by statute when the fund equity level exceeds the 
established operating level are not likely to return, nor have they 
been able to be paid over the last several years. They are not likely 
to return at least until interest rates rise sufficiently to allow earn- 
ings to return to the historical levels of the previous 6 years in 
which a dividend was paid. 

Losses are anticipated to remain low, and extraordinary losses 
are certainly not anticipated. Based upon our ongoing examination 
and supervision program, we feel that credit unions are indeed po- 
sitioned to have all-time record lows in losses. 

As of December 31, there were 217 problem credit unions out of 
a total of right about 10,000. 

Chairman Shelby. What were the sizes of those credit unions? 

Mr. Dollar. The overwhelming majority of them. Senator, are 
smaller credit unions, with risk to the fund very minimal. We, of 
course, take seriously the status of small credit unions as well as 
large ones, but the overwhelming majority are small. 

Chairman Shelby. Would you close those troubled ones? 

Mr. Dollar. There are 217 of them that are coded CAMEL 4 or 
5. We are watching those very closely. Where the market will lead, 
or whether our prompt corrective action will be required, will be 
taken — we would love to bring those credit unions back. Senator. 
But some of them will not make it, and that is a part of the dif- 
ficult part of our job. But that is our job, nonetheless. 

In 2003, we were called upon to liquidate, merge, or arrange a 
purchase and assumption for 13 federally insured credit unions. 
And this number is trending lower than in the past 10 years when 
we were averaging about 27 to 28 credit union mergers, liquida- 
tions, purchases, and assumption per year. So although there are 
ongoing losses, it is trending downward. 

In closing, let me just, without going into the in-depth detail that 
I did in my written testimony, refer you to a number of our agency 
initiatives that we think the Committee will find of interest, as 
well as our position in response to your earlier letter for regulatory 
relief suggestions. We made seven specific regulatory relief sugges- 
tions that we hope the Committee will give consideration to, and, 
again, thank you for the opportunity to testify today. And I look 
forward to answering any questions and serving as a resource for 
the Committee. 

Chairman Shelby. Thank you, Mr. Dollar. 

Mr. Lavender. 

STATEMENT OF KEVIN P. LAVENDER 
COMMISSIONER, TENNESSEE DEPARTMENT OF 
FINANCIAL INSTITUTIONS, ON BEHALF OF 
THE CONFERENCE OF STATE BANK SUPERVISORS 

Mr. Lavender. Thank you very much. Chairman Shelby, Mem- 
bers of the Committee. My name is Kevin Lavender. I am the Com- 
missioner of Financial Institutions for the State of Tennessee, and 
I am also the Chair of the Regulatory Committee for the Con- 
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ference of State Bank Supervisors, better known as CSBS. Again, 
I thank you for giving CSBS the opportunity today to testify on the 
condition of the State banking system. 

As you have heard from my colleagues, the general health of the 
banking industry is excellent. State-chartered banks, which make 
up approximately three-quarters of the Nation’s commercial banks, 
have shared in the industry’s record levels of prosperity. Net in- 
come of State-chartered commercial and savings banks at year-end 
2003 reached $44.2 billion, which is an 18-percent increase over the 
previous year’s record levels. State banks’ aggregate equity capital 
ratio stands above 9 percent. This level exceeds the industry aggre- 
gate and regulatory requirements and has risen steadily over the 
past 3 years. State banks’ ratio of nonperforming assets to assets 
continues to decline and stands even lower than the industry’s 
overall level. 

Even some areas of concern have shown improvement in recent 
quarters. We saw deposits in State-chartered banks grow for the 
last 2 consecutive years. Our banks are still finding good loans to 
make, and we saw strong growth in earning assets in 2003. 

We never forget, however, that these record levels of prosperity 
are occurring in an environment of historically low interest rates. 
Our examiners are paying special attention to our banks’ vulner- 
ability due to interest rate changes. My colleagues and I have also 
been particularly concerns about banks’ internal control systems 
because experience has shown us that nothing disguises bad man- 
agement as well as a good economy. 

As you have also heard, consolidation of the banking industry 
continues, raising our concerns about concentration of risk and the 
range of meaningful choices available to consumers. The Nation’s 
50 largest banks now hold almost 90 percent of banking assets na- 
tionwide. In Tennessee, the six largest banks hold more than 50 
percent of local banking assets, and in my hometown, the capital 
of Nashville, that percentage jumps to more than 80 percent. 

Consolidation has in many ways benefited not only the institu- 
tions involved, but also the consumers. But my colleagues and I 
also worry about declining diversity in our banking system and 
about the forces driving this latest round of consolidation. A steady 
stream of new bank charters and conversions has partially offset 
the number of institutions lost to mergers over the past several 
years. However, as I mentioned before, the banking system’s assets 
are increasingly concentrated in a small number of institutions 
held by a national charter. 

Our Nation’s financial system and its financial services policies 
have always emphasized the need for diversity, balance, and oppor- 
tunity. Our State banking system encourages entrepreneurship, 
creating opportunities for new credit providers to enter the market 
and to find new ways to serve their communities. 

Senators, State banks in Tennessee and nationwide are very 
healthy. The State banking system, however, faces a threat, and I 
ask your help today in restoring the necessary balance. 

A key element of this balance is the question of Federal preemp- 
tion of State authority. Federal preemption can be appropriate, 
even necessary, when genuinely required for consumer protection 
and competitive opportunity. But few matters of Federal preemp- 
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tion meet this high standard. One that did was the permanent ex- 
tension of the FCRA amendments, which we congratulate you on 
enacting last year. 

The Comptroller’s recent actions do not seem to meet this stand- 
ard. The regulations usurp the power of the Congress and stifle 
States’ efforts to protect our citizens. They threaten not only the 
dual banking system but also the public confidence in our financial 
services industry. They also seem to encourage consolidation 
among our largest institutions, concentrating financial risk in a 
handful of gigantic institutions that may become, if they are not al- 
ready, not only too big to fail but also perhaps too big to supervise 
effectively. 

Maintaining a local role in consumer protection and a strong 
banking system is more important than ever in the wake of the 
current rounds of mergers among our Nation’s largest financial in- 
stitutions. Centralizing authority of financial power in one agency 
or a small group of narrowly regulated institutions would threaten 
the dynamic nature of our economy. 

The State banking system is now stronger in many ways than it 
was 10 years ago before the passage of the interstate branching 
and financial modernization. The States have developed models for 
interagency information sharing, cooperation, and coordination that 
benefit the entire financial services industry. 

Our work shows that the dual banking system remains a vital 
and essential dynamic for promoting new financial services while 
offering new approaches for consumer protection. Our dual back- 
ground acknowledges the needs of multi-State banks and financial 
service firms while protecting consumers. We have worked hard to 
develop a system of supervision that allows for innovation while 
ensuring safety, soundness, and economic stability. The strong con- 
dition of our 6,400 State-chartered banks and 400 State-regulated 
offices of foreign banks is the best evidence of our success. 

CSBS looks forward to working with the Congress to find addi- 
tional ways to address the needs of an evolving nationwide finan- 
cial services system in a way that maintains the strong condition, 
minimizes unnecessary regulatory burden, and ensures that all 
Americans retain their access to the broadest possible range of fi- 
nancial opportunity. 

At CSBS, we look at this relationship very much in partnership 
not only with the Congress but also with our Federal counterparts. 
And given the history and importance of the dual banking system, 
we again thank you for the opportunity to testify today on the con- 
dition of the State banking system. 

Chairman Shelby. Thank you. 

Chairman Greenspan, I cannot resist this question, since you are 
the Chairman of the Fed. Do you still feel optimistic about the 
economy? And do you agree with most economists that we will con- 
tinue to add jobs in the next 5, 6, 7, 8 months? 

Chairman Greenspan. I do, Mr. Chairman. 

[Laughter.] 

That is what I wanted to hear from you. 

[Laughter.] 

Chairman Shelby. But only that is in keeping with about dozens 
of other economists. You are an economist that feels that we are 
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going to add on average 180,000 jobs a month. I know it will come 
down and go up some. Do you agree with that, or is that guessing? 

Chairman Greenspan. Mr. Chairman, I do not want to get into 
specific numbers. Indeed, I am going to be getting into these data 
in some detail tomorrow before the Joint Economic Committee. 

Chairman Shelby. I know. 

Chairman Greenspan. However things are changing. We evi- 
denced some slowing down in the middle of the first quarter, and 
it is fairly apparent from the data since that things have picked 
back up again. March was a good month. We moved into April with 
retail sales doing reasonably well. Motor vehicle sales looked as 
though they were doing quite well in the beginning of the month. 
New orders are moving along at a reasonably rapid pace. 

Chairman Shelby. Does that include durable good orders? 

Chairman Greenspan. Basically durable goods. 

Chairman Shelby. Okay. 

Chairman Greenspan. It is more anecdotal than it is statistical 
at this particular point, but the anecdotes are fairly convincing at 
this particular stage. 

It is fairly apparent that pricing power is gradually being re- 
stored, and as I will indicate tomorrow, threats of deflation, which 
were a significant concern last year, by all indications are no longer 
an issue before us. But, clearly, it is a change that has occurred 
in recent weeks, and it is a change, as best I can see, that has been 
long overdue and most welcome. 

Chairman Shelby. Are you concerned about some of the com- 
modity pricing? I know that is just part of the PPI and CPI. 

Chairman Greenspan. Yes, we are looking at the full detail of 
the cost structure, of which the commodity price inputs are a rel- 
atively small part. And remember that more than two-thirds of the 
consolidated, underlying domestic costs in the United States are 
unit labor costs. And, clearly, the productivity patterns that we 
have observed in recent months are still quite impressive and still 
not fully understood by us. We know what is happening and we 
know why it is happening, but we have very little capability of pro- 
jecting into the future how this is all going to resolve. 

So the inflationary pressures will be reasonably well contained, 
so long as productivity is moving at a reasonably good clip. And 
unit labor costs, as best we can judge, are still going down, but 
going down at a slower rate than they had previously. 

There are a lot of data that are involved in putting all of this to- 
gether, and I will try to make it clearer tomorrow, and go over into 
some detail about the mix of issues of costs, jobs, pricing, and the 
like, and try to suggest where we think we are coming out, with 
the full recognition that in periods like this, forecasting is less than 
perfect. 

Chairman Shelby. It is maybe an art and a science. 

Chairman Greenspan. Yes, sir. 

Chairman Shelby. Do you feel good basically from what you 
have said about the overall thrust of the economy, putting it in the 
total picture? 

Chairman Greenspan. I do. Senator. 

Chairman Shelby. Thank you. 
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I want to touch quickly on Basel. Chairman Greenspan, Basel II, 
we had a hearing about a year ago, I guess it was here, and there 
were some differences of opinion on Basel. Senator Sarbanes and 

I were in Europe back in August, and that was raised everywhere 
we went, other than Sarbanes-Oxley. Those were the two main 
issues we talked about. But do you feel real good about Basel II? 
Are you still looking at it to see how this model will work that they 
propose? 

Chairman Greenspan. Well, I think it is important to recognize 
certain issues that created Basel II, indeed created Basel I. The 
international financial community is advancing at a fairly impres- 
sive clip. The changes have been unquestionably to the benefit of 
the United States and the rest of the world, and it is in our inter- 
est to see if we can create a regulatory structure which essentially 
produces a level playing field throughout the world. 

This basically means that we have really three choices in front 
of us: One, we can stay with Basel I. The problem with that is that 
it is increasingly obsolescent and increasingly unrelated to the ex- 
traordinary changes that have occurred in the banking system in 
recent years. We can go to Basel II, which is where we want to go. 
Or we can decide we cannot do anything and go back to the pre- 
Basel I period, which, in my judgment, would be very dangerous 
so far as the structure of international finance is concerned. 

Since I rule out Basel I, my general conclusion — and that of my 
colleagues, and I trust the rest of the international banking com- 
munity — is to make Basel II work. It is not an easy job, as my col- 
leagues have indicated to you here. But we are all working together 
to make certain that whatever comes out works for the United 
States. 

None of us, as I understand where we all stand, will recommend 
to the Congress something which we do not believe is to our advan- 
tage, indeed to the advantage of the international financial commu- 
nity, or, most importantly, that will not work. 

Chairman Shelby. Mr. Hawke, many, if not most, of the Basel 

II participant nations do not have minimum capital requirements. 
Is it possible that the Basel II Accord, the new Accord, will start 
us down a path toward elimination of that leverage ratio? 

Comptroller Hawke. I certainly hope not, Mr. Chairman. 

Chairman Shelby. Is that one of your concerns here? 

Comptroller Hawke. I have concerns about Basel, but I want to 
state emphatically that we will not do anything that erodes or im- 
pairs the vitality of our existing Prompt Corrective Action regime. 
I think it is enormously important, and it is one of the things that 
distinguishes our system of bank supervision from that in other 
countries. I think it is enormously important for us to maintain 
that regime. 

The big unknown in Basel II right now is exactly what the im- 
pact is going to be on banks’ capital. That is one of the reasons that 
we have been very insistent on conducting a fourth quantitative 
impact study. 

Chairman Shelby. Mr. Powell, do you have a comment on that. 

Chairman PoWELL. I could not agree more. I think the minimum 
regulatory leverage capital ratio is critically important. 

Chairman Shelby. Mr. Gilleran. 
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Director GiLLERAN. I agree. 

Chairman Shelby. Mr. Dollar. 

Mr. Dollar. Credit unions are not under Basel. 

Chairman Shelby. I know that. 

Mr. Dollar. But, we would like to talk about a risk-based cap- 
ital standard for credit unions. 

Chairman Shelby. But you are interested in capital. 

Mr. Dollar. We are, and we are interested in risk-based capital. 
And I think although Basel is not a proper fit for credit unions be- 
cause it is oriented more toward for-profit institutions, I do think 
the need to get away from a one-size-fits-all prompt corrective ac- 
tion for credit unions over into a risk-based system is good public 
policy. 

Chairman Shelby. Mr. Lavender, have you studied this issue, 
Basel II? 

Mr. Lavender. Mr. Chairman, I have not studied it, but I know 
CSBS has been pleased and proud to be at the table to discuss it 
with our Federal counterparts. 

Chairman Shelby. Senator Reed. 

STATEMENT OF SENATOR JACK REED 

Senator Reed. Thank you very much, Mr. Chairman. 

Chairman Greenspan, taking the opportunity to ask you a ques- 
tion about the overall economy, it seems that personal wages in- 
creased by less than inflation in 2003, and that real wages fell by 
about 0.3 percent. This is in contrast to those stories we all read 
about very high compensation, nonwage compensation for execu- 
tives and other wealthier individuals. 

Are you seeing an economy that is becoming bifurcated, that 
working families who are working for wages are seeing their pay 
diminish while those individuals through their talent or luck or 
whatever, who are at the top of the organization chart, are reaping 
extraordinary benefits? And is not that a concern if that is the 
case? 

Chairman Greenspan. Senator, I am concerned about the in- 
creased concentration of income, but the major problem is not in 
the very few people who are at the top, but the significant income 
differences that are emerging in this country between the highly 
skilled workforce and those with lesser skills. I addressed this 
issue in an earlier presentation, and the point I tried to make is 
that we seem to be exhibiting a marked change over the past 20 
years in which as the technology of the capital stock of the United 
States moves forward at a very rapid pace, the level of skill of our 
workforce on average is not moving up comparably. And a con- 
sequence, we are turning out to have a shortage of high-skilled peo- 
ple and, hence, an increase in their relative wage, which shows up 
very significantly in increased premiums between college-educated 
workers and those with a high school or less educational experi- 
ence. 

And what this means basically is that there is a large number 
of people below the median income whose real wages have not 
changed at all over the last 20 years. And it strikes me, as I have 
indicated in other testimonies, that it is important that we confront 
this issue, enhance the capability of our educational system to ef- 
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fectively move a significantly larger number of people through our 
high schools and into colleges where their educational capabilities 
will bring them higher skills, and increase the supply of highly 
skilled workers, which will bring down their relative wage and de- 
crease the excess supply of people with lesser skills and raise their 
wages. 

So, yes, I am concerned. Senator, that there is an increasing con- 
centration of income, and that is not good for a democratic society. 
I think the issue is broader than the relatively small group whose 
incomes, as you point out quite correctly, have gone up very mate- 
rially relative to the average. But I think that is a small part of 
a much larger problem. 

Senator Reed. Well, there is, I think, a further complicating ele- 
ment. I think the theory that most of us have is similar to yours, 
Mr. Chairman, which is if we just educate our people better, they 
will be increasingly competitive in the world market. But that is 
being confounded now by this question of outsourcing, whereas I 
think the image of most of my contemporary back in Rhode Island, 
if their son or daughter got a good degree as an accountant, they 
would be all set because that is college and beyond. Then you read 
where more and more tax returns are being prepared in India and 
other places. 

I believe in a closed system your remedy might work, but this 
system is not exactly closed any longer. And I also think it adds 
further complexity to the dilemma you have charted. 

Let me just follow that line of questioning with a very specific 
question to Mr. Hawke and his colleagues, and that is, there is in- 
dication now that there are third-party vendors abroad that are 
working for financial institutions in the United States, which raises 
issues of privacy. In fact, I have a story — this is medical privacy, 
but it is a story about a woman in Pakistan who is protesting her 
pay by indicating that she would post the private medical records 
of people on the Internet if she did not get paid, which is cyber- 
extortion. But that is an example, probably a very melodramatic 
example, of what could happen. 

But, Mr. Hawke, what are you doing to ensure that customers 
are being notified if their records are being sent overseas, and reg- 
ulation, are you inspecting facilities overseas to ensure that privacy 
is maintained? 

Comptroller Hawke. We have done a number of things. Senator 
Reed. We have put out several advisories to our banks about mak- 
ing appropriate risk assessments concerning the maintenance of 
privacy with respect to customer records and security of customer 
records, where processing has been outsourced to foreign servicers. 
This is an issue that we have focused a fair amount of attention 
on. It is also an issue that the Basel Committee is considering 
through one of its subsidiary organizations. 

Senator Reed. My time has expired. Could I ask the rest of the 
panel to submit a response to the record about what your agencies 
are doing with respect to this, Mr. Chairman? 

Chairman Shelby. Absolutely. You want to do it now? 

Senator Reed. Mr. Gilleran has a comment. 

Chairman Shelby. If you want to comment, do it now. 
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Director GiLLERAN. Senator, outsourcing to another country is no 
different than any of the other outsourcing that a financial institu- 
tion or any other company is doing, but when you are dealing with 
the public the way banks are, financial institutions must satisfy 
themselves that whoever they outsource to have the controls and 
the procedures that are necessary in order to properly deal with 
the customer relationship. So therefore, regulators are going to be 
expected in the future, in my opinion, to be able to satisfy them- 
selves that outsourcing to foreign countries is as reliable as 
outsourcing to an organization in the United States. If they are 
not, I think it calls into question whether or not that outsourcing 
is appropriate. 

Senator Reed. Thank you. 

Thank you, Mr. Chairman. 

Chairman Shelby. Senator Running. 

Senator Running. Thank you, Mr. Chairman. 

Chairman Greenspan, the Federal Reserve Rank of Dallas wrote 
an article in their January/February issue of Southwest Economy, 
title “Small Dank Competitors Loom Large,” which discusses the 
problems small banks are facing. In your testimony you talked 
about pressure small banks are facing. What can be done to help 
small banks both through regulation or statute, which are critical 
to the financial institutions and health of my State, the smaller in- 
stitutions in my State? 

Chairman Greenspan. Senator, I think that the community 
banking industry of the United States is one of the jewels of the 
international financial system in the sense that it does not really 
exist anywhere else, and has served us exceptionally well, and I 
think it is very important that we continue to support that system 
as it goes forward. 

I am concerned, as all regulators are, that these institutions are 
particularly vulnerable to heavy regulation, because they do not 
have staffs and cost structures which enable them to address it. It 
is important that we be careful in balancing how we regulate these 
institutions because it is important that they continue viable and 
support our communities, which in large measure they have done. 

This is not a simple issue because we have numbers of regula- 
tions that apply to all banks and the ability of differing banks to 
handle them must be judged in a manner that, one; advances the 
purposes of the laws which the Congress has put forward, but sec- 
ond; does so in a manner which is most efficient and effective in 
maintaining the stability of our system. 

Senator Running. This is a question for anyone who would like 
to answer it. 

Director CiLLERAN. Senator, just to respond, we did a study in 
the last year to determine why certain thrifts do better than oth- 
ers, and it is very interesting that we isolated about 87 thrifts 
under a billion dollars in size, and these thrifts have been able to 
achieve in excess of 1.50 on assets over a long period of time, in 
excess of 10 quarters, and they all have some very interesting simi- 
larities. One is they are very well-diversified, that is, they are in 
all kinds of lending. They offer all kinds of products, but in addi- 
tion to that, they are extremely well-managed, and their boards of 
directors are very strong, and on top of that, they have excellent 
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relationships with their regulator, which is a similarity which we 
like to see, of course, hut these institutions are institutions that are 
flourishing because of good business practices, and therefore, we 
are quite confident about the ability of smaller institutions to com- 
pete and survive. 

Senator BUNNING. So you call an institution, a thrift under a bil- 
lion dollars small? In other words, my $15 million bank in North- 
ern Kentucky, what is that? 

Director GiLLERAN. That would be in the same group, but I mean 
it is under a billion, but some of these institutions are smaller than 
a billion dollars. 

Senator Running. Yes, they are, a lot of them. 

Director GiLLERAN. Lots of them are. 

Senator Running. In fact, most of the ones in Kentucky are 
under a billion dollars. 

Director GiLLERAN. But still we find the same characteristics 
hold true. 

Senator Running. Okay. Let me ask all the regulators here, can 
any of you give me an update on the steps financial institutions are 
taking to guard against terrorist threats, cyber, whatever? Nobody 
wants to answer? 

Chairman PoWELL. I will address it. 

Senator Running. Mr. Powell. 

Chairman PowELL. There is a joint effort. Senator, among all the 
regulators, to make sure that every insured institution has in place 
policies and procedures that will deter any cyber or any other infor- 
mation breakdown by terrorists. The FDIC has sponsored some 
symposiums, as recently as last week, that was in cooperation with 
all the regulators, wherein we bring bank management, directors, 
and interested parties together to in fact make them aware of pro- 
cedures and policies that would inhibit any terrorist strike against 
the system. I think there is a keen awareness among the regu- 
lators, I think among all regulators, and part of it is an educational 
effort and part of it is working with other regulatory agencies with- 
in the Federal Government and also the State governments. 

Senator Running. My time has expired. 

Chairman Shelby. Senator Sarbanes. 

Senator Sarbanes. Senator Crapo was here earlier. 

Chairman Shelby. He is going to defer to you because you were 
here earlier. Senator Crapo. 

Senator Crapo. Thank you very much. Senator. 

I would like to first direct a question to Mr. Powell, Mr. Gilleran, 
and Mr. Lavender. As I indicated when I came in, I am very fo- 
cused on the regulatory reform legislation we are developing. One 
of the issues there relates to industrial loan banks, and the ques- 
tion I have is that concerns have been raised about the fact that 
owners of industrial loan banks are not regulated as Federal bank 
holding companies. Some critics have charged that industrial 
banks, their depositors, and perhaps the deposit insurance system 
are endangered by the bank’s affiliation with unregulated parent 
companies. Can you describe the regulatory regime that applies to 
industrial loan banks and their parent companies and what author- 
ity do the FDIC, OTS, and State banking regulators have to look 
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into activities of industrial banks, holding companies, and their af- 
filiates? 

Mr. Powell. 

Chairman Powell. Yes, Senator. Our safety and soundness ex- 
amination is not any different with industrial loan companies than 
it is with any commercial bank. The same procedures, policies that 
we adhere to at the FDIC are applied to examinations conducted 
at the ILC. I am convinced that we have the ability at the FDIC 
and the willingness to make sure that we examine those institu- 
tions from a safety and soundness standpoint as we would any 
bank. 

Furthermore, we are not restricted by law, and we will from time 
to time enter into the parent, and look at the parent’s situation and 
have questions and answers as it relates to their support of the in- 
sured institution. There is no barrier there that I can detect at all. 

Senator Crapo. Thank you. 

Director Gilleran. 

Director Gilleran. Senator, we have 650 holding companies that 
the OTS is responsible for, and some of those holding companies 
own industrial loan companies, and we have the same supervisor 
role responsibilities for those holding companies that we have for 
the ones that own thrifts, and we examine them in the same fash- 
ion and we have the same authorities over them as we would have 
under any holding company situation. So our authorities are com- 
plete. 

Senator Crapo. Mr. Lavender. 

Mr. Lavender. Thank you. Senator. I agree with both of my col- 
leagues here at the table. There are only a handful of States that 
actually license ILC’s. Tennessee in fact is not one of them. How- 
ever, the CSBS and the States that do regulate them, look at them 
no differently than the other institutions that regulate and work 
very closely with our Federal counterparts to apply the same stand- 
ards of safety and soundness. 

Senator Crapo. Thank you. 

Mr. Greenspan, for years industrial loan banks have had author- 
ity to basically offer NOW accounts to individuals and corporations. 
In the context of the question that I just asked of Mr. Powell, Mr. 
Gilleran, and Mr. Lavender, are you aware of any risk of threat of 
injury to depositors, competitors, or the deposit insurance system 
as a result of the way this industrial loan bank system operates? 

Chairman Greenspan. I do not think that is where the problem 
that concerns us resides. 

Senator Crapo. Please elaborate. 

Chairman Greenspan. I was looking at some of the commentary 
that I have been involved with over the years, and if I may just 
read a note that relates to this, it is something that is part of the 
testimony I gave before this Committee in 1998, relating to the 
issue of whether or not we should open up the prohibition between 
commerce and banking. The general view that the Federal Reserve 
had at that time would best be described by part of my testimony, 
which said that technology was in the process of eroding any bright 
line between commerce and banking. Nonetheless, we concluded 
that the free and open legal association of banking and commerce 
would be a profound and surely irreversible structural change that 
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should best wait while we absorb the significant changes called for 
by financial modernization. 

Since Gramm-Leach-Bliley passed, which is essentially moving in 
the direction that the testimonies back in 1998 were indicating, the 
key issue here is that arguments relevant to industrial loan compa- 
nies concern how far the Congress wishes the banking system to 
move toward increased integration of commerce and banking. 

As I indicated back in 1998, over the very long run that is going 
to happen largely because of the technological changes which inevi- 
tably are going to occur and alter irreversibly the structure of 
finance. But I think we have not given the existing Gramm-Leach- 
Bliley Act and all of the other types of regulatory structures which 
the Congress has put in place, a chance to work, to see how this 
gradual evolution is evolving, recognizing that once we move in a 
direction, it is very difficult to reverse. So my judgment is that 
what we need here is caution, and what the ILC issue ultimately 
comes down to is breaching the line between commerce and bank- 
ing, and that I think is premature. 

Senator Crapo. Thank you very much. I see that my time is up, 
and I will not go further at this point. I do appreciate the answers 
that you gentlemen have given me on one of the critical issues we 
deal with in reg reform. 

Mr. Chairman, if I could, I would like to just ask one question 
of all members of the panel, that I would ask that they respond to 
in writing, if I could do so. That is, as has been indicated, we are 
in the process right now of putting together a regulatory relief 
package, and we have here in front of us virtually all the regu- 
lators. I would just like to ask each of you if you could respond to 
me in writing, and to the Committee in writing, about what you 
believe the top two or three items that we should consider in a reg- 
ulatory relief package should include. 

Chairman Shelby. Senator Crapo, would you include your re- 
quest, respond to you because you are the leader here, but also to 
the Committee Members? 

Senator Crapo. Yes. In fact, I meant to say that, Mr. Chairman. 

Chairman Shelby. Will you all do that? 

Senator Crapo. Thank you very much. 

Chairman Shelby. Thank you. Senator Crapo, and I thank you 
for your leadership in this area because as I said earlier before you 
came in, there are so many regulations and a lot of laws, that we 
wonder what they are still doing on the books, do we not? Because 
Chairman Greenspan talked about, and all of the witnesses have 
talked about, how far the financial service industry has moved in 
the last 10, 12 years, or the last 5 years. 

Senator Sarbanes is recognized. 

STATEMENT OF SENATOR PAUL S. SARBANES 

Senator Sarbanes. Thank you very much, Mr. Chairman. Before 
I turn to the panel, I want to commend you for scheduling this 
hearing. It has been my long-held view that the oversight function 
of this Committee is actually one of its most important responsibil- 
ities, and it is very clear that is a responsibility you take very seri- 
ously, and this is but one in a series of hearings you have held ad- 
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dressed really to meeting the Committee’s oversight responsibility, 
and I want to thank you for that focus. 

I want to just follow up on Senator Crapo very briefly before I 
turn to the other areas I had here. Mr. Powell, is it your position 
that the FDIC conducts regular, annual holding company examina- 
tions? I know the Fed does, but I was not under the impression 
that the FDIC does so. 

Chairman PoWELL. Is it the holding company of the ILC’s you 
are referring to. Senator? 

Senator Sarbanes. Do you do regular, annual examinations of 
the holding company? 

Chairman PoWELL. No, sir. 

Senator Sarbanes. I mean the process you follow does not begin 
to be the equivalent in terms of reviewing banking practices to the 
one that is followed by the Federal Reserve; is that correct? 

Chairman Powell. That is correct. I was referring to the ability 
to look into the ILC’s parent company. 

Senator Sarbanes. But you do not review on a regular basis the 
holding companies that have ILC’s in them, do you? 

Chairman PoWELL. We do not. 

Senator Sarbanes. Does the Fed review them on a regular basis. 
Chairman Greenspan? 

Chairman Greenspan. You mean the ILC’s? 

Senator Sarbanes. No, the holding companies that hold the 
ILC’s. 

Chairman Greenspan. Yes, we do. 

Senator Sarbanes. That is what I thought. 

Now, let me ask, I want to go to this issue of money laundering 
first and how effective the regulators have been in overseeing and 
giving proper priority to compliance with the Bank Secrecy Act, es- 
pecially the rules of Title 3 of the USA PATRIOT Act. Of course, 
this is designed to counter money laundering and the financing of 
terrorism, but I think it can only be effective if its mandates are 
not an afterthought but that the regulators are testing the ade- 
quacy of bank reporting and recordkeeping in real time. 

Just on Sunday ,the Washington Post had a report about the as- 
serted failure of Riggs Bank to follow the Bank Secrecy Act’s sus- 
picious transaction reporting rules in a case involving possible 
ramifications for U.S. antiterrorist efforts. They state “FBI scrutiny 
of Riggs’ international business began soon after the September 11, 
2001 attacks,” but according to the article, the inquiry “widened to 
include parallel probes by the OCC and Riggs itself after a News- 
week report in November of 2002.” The article goes on. It says “in 
the course of the inquiries, bank and Federal investigators found 
tens of millions of dollars in questionable transactions that had not 
previously been reported. That led to the flurry of suspicious activ- 
ity reports filed by the bank.” But the article also stated, “Riggs 
failure to file reports had been noted by regulators years ago, but 
no action was taken. In annual bank exam reports for 1999, 2000, 
and 2001, OCC officials outlined problems in Riggs’ procedures to 
guard against money laundering or other illicit activities by bank 
customers, but the OCC never fined or sanctioned the bank, 
sources familiar with the examinations said.” 
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Comptroller Hawke, obviously, you are first in line to address 
this question. What is your comment about this article which just 
appeared, especially about the relationship between the annual ex- 
amination reports and what appears to be a delay of extensive ex- 
amination in this area until 2002? How does a situation reach this 
point in a bank that is subject to continuous examination, and that 
does a significant level of international business? 

Comptroller Hawke. Senator Sarbanes, I am a bit limited in 
what I can say about Riggs specifically, because it is a matter of 
ongoing enforcement action by the OCC. But I can say that, par- 
ticularly after September 11, there was increasing concern about 
the internal controls over one segment of Riggs’ banking operations 
and increasingly heavy emphasis by the OCC on taking corrective 
action. Last year, we did get a consent cease-and-desist order from 
Riggs that was intended to bring about significant change in the 
way that they administer certain aspects of their business, and it 
is a matter of ongoing enforcement involvement by the OCC. 

Senator Sarbanes. You have a 25-page written testimony here 
today. I admit I skimmed it but maybe I missed it. You could cor- 
rect me, but I did not see any mention of the Bank Secrecy Act or 
any efforts by your agency to implement Title 3 of the USA PA- 
TRIOT Act to combat terrorist financing. 

I do not know what message that sends to the banks, frankly. 

Comptroller Hawke. Implementation of the USA PATRIOT Act 
is a matter of high priority, not only for us, but for all the agencies, 
and we are working on an interagency basis in the promulgation 
of a variety of regulations that are called for under the USA PA- 
TRIOT Act. 

In response to questions that Chairman Shelby raised at the 
hearing 2 weeks ago about Bank Secrecy Act concerns, yesterday 
I delivered a letter to the Chairman addressing some of those 
issues in great detail, and I would request that that letter be made 
part of the record, Mr. Chairman. 

Chairman Shelby. We will ask that it be made part of the 
record. We will share that with all the staff and Senator Sarbanes. 
We are both interested in this, in noncompliance of the Bank Se- 
crecy Act. 

[Letter of Mr. Hawke:] 

Chairman Shelby. Do you have some more questions? 

Senator Sarbanes. I will defer to Senator Carper. 

Chairman Shelby. Senator Carper. 

STATEMENT OF SENATOR THOMAS R. CARPER 

Senator Carper. Thanks, Mr. Chairman. 

To each of our witnesses, welcome. It is good to see all of you. 

Earlier in the hearing, Mr. Chairman, you asked a question of, 
I think it was Chairman Greenspan, and he gave a two-word an- 
swer to that question, and the words that he answered in response 
to your question were: I do. 

A number of years ago. Chairman Greenspan probably said those 
same 2 years to a woman named Andrea Mitchell, who is being 
honored this Saturday evening along with some other truly re- 
markable people from around the world at the Commonwealth 
Awards in Wilmington, Delaware at the Hotel Dupont. This is 
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about the 25th year we have had the Commonwealth Awards. I 
just wanted everybody to know he said “I do” more than just today, 
and he said it to good effect at least on one other occasion. I know 
you are proud of her, and we look forward to hosting her, and 
maybe if we are lucky, maybe even you too. Congratulations, and 
convey that to her. 

What I would like to do is revisit some of the comments of Mr. 
Lavender. What do they call you back in Tennessee? 

Mr. Lavender. Commissioner. My wife calls me Kevin though, so 
whatever your please. Senator. 

[Laughter.] 

Senator Carper. Robert Glen is our Commissioner of Banking. I 
do not know if you know him, from Delaware, but he is a very able 
person. I was privileged to appoint him when I was Governor of 
Delaware. 

There was some back and forth between you and the Comptroller 
of the Currency, and Mr. Comptroller, good to see you too today. 
I am not going to ask Mr. Powell or Chairman Greenspan to ref- 
eree this disagreement, but I would ask for them just to share their 
thoughts with us as the OCC preempts the ability of States to have 
the kind of say they have had in the past on State-chartered banks. 

Let me just ask Chairman Greenspan and Chairman Powell if 
you have any thoughts with respect to the impact on the dual- 
banking system, of what is transpiring on this front? 

Chairman Greenspan. Senator, this is an issue which is really 
a question of the law, and courts at some point will resolve it. My 
only concern relevant to this issue is that however it is resolved, 
it not undercut the dual banking system which has been so critical 
an element in the development of banking in the United States and 
continues to be so. 

The dual banking system is a very unusual competitive structure 
for regulation, and it has served us well, and I am concerned that 
however we develop issues in the years ahead, that we be careful 
to maintain the appropriate balance of regulation between State 
and Federal agencies. 

Senator Carper. Mr. Powell. 

Chairman PowELL. I agree with Chairman Greenspan that the 
dual banking system is vital to the banking industry in America. 
I, at one time, owned a State-chartered institution, and at one time 
had a national-chartered institution. I think it is also important to 
note that there continues to be strong appetite in the marketplace 
for a State banking charter, so that tells me the market perceives 
that there are some benefits to having a State banking charter. 

Also, I think it is important that on the issue of deposits and 
loans that there be national standards. I think it is important the 
way our society is today, as mobile as we are through interstate 
commerce, that those issues, deposits and lending, that we have 
some uniform standards. I also think it is important — and I under- 
stand and recognize that certain States, through their elected offi- 
cials and legislatures, will have unique laws particular to that 
State, that do not necessarily deal with loans and/or deposits in 
interstate commerce. So, I recognize and understand that also is 
important. 
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But the dual banking system is one of the things that distin- 
guishes I think America from the rest of the world, that we should 
protect and that we should encourage it to continue to thrive. 

Comptroller Hawke. Senator, could I add one point? This is obvi- 
ously an issue as to which there are deeply held views on each side. 

Senator Carper. I am starting to gather that. 

Comptroller Hawke. I wanted to refer to a table in my prepared 
statement. It plots on a graph the share of commercial bank assets 
held in the national banking system. The dual banking system has 
been enormously stable for many, many years. Preemption is some- 
thing that has been around for as long as the national bank system 
has existed, 140 years, so it is not a new concept. The national 
bank share of total commercial bank assets has remained very, 
very steady over many years. For the past 15 years it has been at 
about 56 to 58 percent. It has held very stable, and we do not see 
any reason to think that there are going to be changes in that equi- 
librium that has existed for so long. 

Senator Carper. Commissioner Lavender. 

Mr. Lavender. Senator, you are absolutely right. I have only 
been a regulator for 15 months now, after having been a corporate 
lender with both a national-chartered institution and a State-char- 
tered institution for 14 years. 

I would say the Comptroller’s chart after this year will change 
dramatically. Being in this position for 15 months, I can attest and 
testify for you today that there have been at least 50 instances 
where national-chartered institutions or their subsidiaries have ei- 
ther turned in their charters or licenses to State regulators, or put 
us on notice that they would be supplying those to us, and those 
are institutions that range from the $15 million that this Senator 
mentioned over here, to as much as a billion dollar plus institu- 
tions. I think this charter is a little deceptive today. The preemp- 
tion that was issued by the Comptroller’s Office is far sweeping. It 
takes away the ability of States not only to enforce consumer rights 
regulations and laws, but also the capability to do things such as 
predatory — let me back up and say I agree with Chairman Powell. 
As a former banker, I think there should be a national standard, 
but I do not think the Comptroller’s preemption, the rule that went 
into effect on February 12 goes far enough. 

When you say predatory lending in particular in this case, that 
the standard is simply do not lend based on the borrower’s inability 
to repay, I do not think that goes far enough, when in today’s envi- 
ronment we have all talked about historically low interest rates. 
Gentlemen, when there is a citizen of the State of Tennessee, that 
comes in and has a loan that in today’s market is 24 percent, she 
had to pay 5 points to get in the loan, she has a prepayment for 
7 years, that is predatory lending. 

As a new State regulator I would love the ability to set the 
standards with my Federal counterparts of what in fact defines 
predatory lending, what we can do jointly as Federal and State reg- 
ulators to combat it, but I just do not think the Comptroller’s rule 
goes far enough to protect the citizens, not only the great State of 
Tennessee, but also across the country. 

Senator Carper. My thanks to each of you. 

Thanks, Chairman Shelby. 
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Chairman Shelby. Senator Corzine. 

STATEMENT OF SENATOR JON S. CORZINE 

Senator Corzine. Thank you, Mr. Chairman. 

To all the participants, welcome, and thank you for being here. 

My first question is, I would love to hear what the broad concep- 
tual differences between Basel I and Basel II are, that we have had 
hearings on, and tried to have conceptualized to those of us that 
are a little farther away from the markets and do not fully under- 
stand. My question will get at whether we think risk-based capital 
is really the way that regulatory structure should be applied to fi- 
nancial institutions’ balance sheets, what circumstances would lead 
us also to have second-tier requirements like leverage rules? 

Comptroller Hawke. Let me take a crack at that. Senator 
Corzine, Basel I was a first effort at risk-based capital rules, and 
I think there is fairly general acceptance of the conclusion that it 
was a very coarse attempt. Various types of bank assets were clas- 
sified into several risk buckets, and that was essentially the end- 
all of risk-based capital. The experience since Basel I has been that 
those buckets do not accurately reflect risk and they are easy to 
game. 

Basel II takes some very different approaches to risk-based cap- 
ital. It looks at probabilities of default, exposure at default and loss 
given default, and calculates capital requirements under some 
much more sophisticated formulas. It also takes into account credit 
risk mitigation, that is, the extent to which risk may be mitigated 
by various devices, such as guarantees, collateral, and the like. It 
also takes into account operational risk, which is a subject that has 
been recognized by banks themselves for many years but has never 
been embodied in regulatory capital requirements. All told, I think 
that the basic conceptual differences between Basel I and Basel II 
are that Basel II takes a much more sophisticated and, frankly, 
much more complicated approach to the development of regulatory 
capital rules. 

You asked about the leverage ratio, and we discussed that a little 
bit earlier. I think we probably all share the view that the leverage 
ratio is an exceedingly important component of our approach to 
bank supervision. One of the concerns that has been raised is 
whether Basel II will reduce bank capital requirements to a point 
where the leverage ratio becomes the binding constraint, in other 
words, where capital ratios calculated under Basel II fall below the 
leverage ratio. An issue has been raised as to whether that will put 
pressure on us to reduce the leverage ratio in the interest of assur- 
ing that U.S. banks will not be put at a competitive disadvantage 
vis-a-vis foreign banks that do not have a leverage ratio. 

I think we probably all share the view here that the leverage 
ratio is an essential component of Prompt Corrective Action on 
which our whole system of bank supervision is based. If we find 
that Basel II does result in the lowering of regulatory capital re- 
quirements below what would be required by the leverage ratio, I 
am perfectly prepared to go back to the Basel Committee and seek 
recalibration of the capital requirements so that we do not have 
that anomaly. 
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Senator Corzine. You would argue to raise the risk-based capital 
rules to conform with the leverage rules? 

Comptroller Hawke. I think that is what we would be faced with. 
Otherwise, our banks would be put at a competitive disadvantage 
vis-a-vis banks in countries that do not have a leverage ratio, and 
reducing the leverage ratio would undermine our whole system of 
Prompt Corrective Action, which is the foundation stone of our sys- 
tem of supervision. 

Senator Corzine. I would love to hear others’ comment on this, 
but does that not strike at the heart of the value of risk-based cap- 
ital, presuming that one has been intelligent enough to actually 
create a rule that reflects the various risks associated with man- 
aging a financial institution? 

Comptroller Hawke. I think there may be something of a dis- 
connect there, but the leverage ratio and Prompt Corrective Action 
for more than 10 years have been the foundation stone on which 
our system of bank supervision is based. That reflects a funda- 
mental difference between the United States’ approach to bank su- 
pervision and that in most of the other Basel countries. I think we 
need to reach an appropriate accommodation where we try to make 
our basic system of regulatory capital rules more risk sensitive, but 
we should not do that at the price of dismantling or significantly 
impairing the basis for our supervision of U.S. banks. 

Senator Corzine. Anyone else like to comment? 

Chairman PoWELL. Senator, I think your comment is well said. 
That is assuming however that the models are perfect. I think the 
process will be dynamic as it goes forward. There will always be 
tweaking of those models based upon market conditions, based 
upon history, what we have got wrong. I think we all agree that 
those models are a marked improvement, but they are not an end 
to themselves. That is the reason we need the minimum regulatory 
capital. 

Senator Corzine. Mr. Chairman. 

Chairman Greenspan. I think the Senator has raised a funda- 
mental question here because at roots, a risk-based system is an 
evolution from the earlier versions of any form of leverage-based 
system, and at the end of the day they are mutually exclusive. I 
think the problem, as the Senator is implying, is that we are in a 
transition stage, and as I think we all have to be aware that, at 
the end of the day, we would like our regulatory system to essen- 
tially merge into the economic-based system of risk management 
that the larger, more risk-managed institutions have. I think the 
question here is how, in this interim stage where we are still devel- 
oping the technology and the economics of the type of risk manage- 
ment which is implicit in the Basel II system, do we manage this 
in a manner which does not create problems? Obviously you cannot 
manage the type of rules which the FDIC of necessity has to focus 
on, in a wholly risk-based system. But I do think it is important 
not to think that we are trending toward some merger of a leverage 
ratio and risk-based capital systems. That is not possible. I think 
it is a question of how we do it. 

Senator Corzine. It is just a matter of when the conflicts will 
occur, as we certainly have seen, I guess in the discussion of GSE’s 
in particular, but these are really challenging elements because if 
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one become preemptive of the other, and I think in many ways po- 
tentially undermines the credibility of the other because it sets a 
different kind of floor. 

I will end here, Mr. Chairman. I will say though that the com- 
plexity of the risk-based models, which I am fully supportive of, re- 
flective of underlying economics, are really quite difficult for those 
of us that sit on this side of the table, maybe even on that side of 
the table, to understand whether they actually fit the reality of the 
circumstances that meet in the complexity of a balance sheet today, 
but it seems to me we are posing a major dilemma if we have a 
leverage ratio overlaid on top of a risk-based system. 

Chairman Shelby. Senator Schumer. 

STATEMENT OF SENATOR CHARLES E. SCHUMER 

Senator Schumer. Thank you, Mr. Chairman, and I want to 
thank our witnesses. My first question is to Comptroller Hawke. It 
is about the Riggs Bank situation. I have been very concerned 
about what has been going on here. You know that earlier this year 
the State Department revoked or refused to renew visas for 16 
Saudis who were here under diplomatic cover, but in actuality 
worked in a Virginia school that was teaching terrorism. Similarly, 
in 2003, American officials deported a Saudi consular official in Los 
Angeles. I have a number of questions. 

First, did any of these individuals have accounts at the Riggs 
Bank or receive money from those accounts? If so, how much? 

Second, I would like to know if your review of the Riggs Bank 
accounts turned up any untoward activity. In your enforcement ac- 
tion on July 16, 2003, Riggs Bank was tasked with filing suspicious 
activity reports within 150 days in relationship to these accounts. 
Have these reports been filed? If so, how many? 

Then third, just generally, Riggs was passing money in violation 
of the Bank Secrecy Act for 2 years until all of this came up. What 
are you doing to tighten things up so that there is no future Riggs 
Bank doing that kind of thing? 

Comptroller Hawke. Senator Schumer, if we may provide a re- 
sponse to those questions in writing, I would be happy to do so, 
with the caveat that I gave a bit earlier. Because Riggs is the sub- 
ject of ongoing supervisory action by the OCC, we are somewhat 
constrained in what we can say publicly about it, but I would be 
happy to do the best we can in addressing the questions. 

Senator Schumer. You could do those, and if you have to protect 
specific names, that is fine. I am not interested in the specific 
names of the case. I am interested in whether Riggs filed the re- 
ports and whether any of these people — I do not have to know 
which ones — were involved in the Riggs Bank. Of course, if all 16 
were, then you cannot say that, but if it is one or two, you probably 
can without revealing identities. 

Second question. Hedge fund regulation. There have been two 
reasons given for hedge fund regulation, and that is one is to pro- 
tect investors. I am not terribly sympathetic to that if, and only if, 
as they used to say in law school, hedge funds deal with people of 
great wealth. In other words, when the hedge funds try to find 
ways of getting people to make $5,000 investments, they are going 
to make themselves more like mutual funds. But leaving that part 
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aside, someone is putting a million dollars in, caveat emptor is 
okay with me. But second is the issue of systematic risk which re- 
lates more directly to this hearing, that if we do not have registra- 
tion, if we do not have regulation, we get something like long-term 
credit and other things, systematic risk is a problem. 

I would like, I guess the most relevant people are Chairman 
Greenspan, Mr. Hawke, and Mr. Powell to talk about those, but 
anyone should feel free to answer. 

Chairman Greenspan. Senator, the hedge fund industry, which 
is made up of far more diverse types of institutions than originally 
existed, in the context of, as you put it, the million dollar invest- 
ments, is a major contributor to the flexibility, stability, and liquid- 
ity of the overall system. They do not, in my judgment, pose any 
significant systemic risks largely because the people who lend them 
money, their counter-parties, are large institutions who basically 
know what they are doing and the system has worked rather well. 

I fully agree with the point that you make that hedge funds 
which endeavor to attract retail money in fact become mutual 
funds as far as I am concerned, and should be subject to all of the 
rules that exist for those institutions. 

I do, however, wish to point out that if we endeavor to regulate 
hedge funds merely for the sake of regulating hedge funds, it is not 
clear to me what the justification is, and indeed, I can see signifi- 
cant losses to the flexibility of our very sophisticated financial sys- 
tem were we to do that. So, I think in moving forward, the criteria 
which you point out. Senator, should be the criteria of the type of 
regulation which is imposed. 

Senator Schumer. I think the SEC did cite — I said the word 
wrong — systemic risk as one of their potential justifications. Did 
they consult with you on that before then? 

Chairman Greenspan. Not with me specifically. There may be 
systemic risks, but I have not found any yet. 

Senator Schumer. Anyone disagree with that? 

Comptroller Hawke. I would just add to what Chairman Green- 
span said. Senator Schumer, that the discipline exerted by counter- 
parties is enormously important here. One of the failings that we 
saw in Long Term Capital Management was that counter-parties 
were not exercising the discipline that we would expect. Lending 
banks were waiving access to information when the borrower re- 
fused to give them that information. That is something that can be 
addressed through the normal bank supervisory process. 

Senator Schumer. Anyone else on that subject? 

[No response.] 

Last question, if I could, Mr. Chairman? 

Chairman Shelby. Go ahead. 

Senator Schumer. I guess I am asking Chairman Greenspan. In 
recent days, last month, as you noted, talking about the economy, 
the general condition of the economy seems to have picked up in 
a wide variety of ways, whether it is employment with the last 
month’s jobs numbers, retail sales, manufacturing, et cetera. It 
seems when the markets hear the good news, they have a bifur- 
cated reaction. On the one hand they say, “Gee, this is good news.” 
On the other hand they say, “Inflation is around the corner. We 
had better watch out.” I think that is a reasonable reaction because 
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of the deficit that we have here, which to me is unprecedented in 
the short amount of time it has been created. I am wondering in 
light of recent market reactions, what your views are on this def- 
icit? I know last time we talked about this, we got into Social Secu- 
rity, which I think is, at least for the near-term, a political non- 
starter. The ability to cut Government costs, well, I voted against 
the prescription drug bill which was the greatest prescription cost 
around, making me a fiscal conservative around this place, but that 
has not happened for a while, and it just strikes me, given what 
I have seen in the last while, that supporting making these tax 
cuts permanent actually hurts the continued recovery, not over a 
6-month period but over an 18- or 24-month period, rather than 
helps. Could you comment? 

Chairman Greenspan. The deficit problem that I think should 
give us pause is not the short-term one, which is a problem but is 
not in and of itself destabilizing. At least the markets certainly do 
not read it that way. There is a very significant problem which con- 
fronts us in the next decade, and that occurs because the very large 
baby-boomer population retires and doubles the aggregate number 
of people on various forms of retirement income. As best we can 
judge, the uncertainties associates with Medicare specifically are 
greater. I should say parenthetically that Social Security is a de- 
fined benefit program, it cannot be forecast in exact detail, but 
close enough. Medicare cannot. The range of possibilities is in my 
judgment sufficiently worrisome that it creates uncertainties in the 
longer-term fiscal system which I do not think we have come to 
grips with as yet. It has not yet impacted on the short-term mar- 
kets clearly. You cannot find footprints of either the immediate def- 
icit or the long-term deficit in long-term Treasury yields as yet, but 
clearly, you cannot create a fiscal problem of the type that is poten- 
tially out there without ultimately impacting on the rate structure 
and impacting on economic activity and economic growth. 

There are all sorts of elements involved in what level of taxation 
you think is appropriate for the longer-term, what level of taxation 
creates problems for long-term growth. Those are issues which I 
think the Congress has to address at some point, in my judgment, 
sooner rather than later. 

Senator Schumer. Just one follow up. It seems to me, at least 
from the few people I have talked to, and obviously, you know 
much more about this than I do, that the market’s reaction is not 
to the long-term worry about the Medicare and Social Security 
problem which obviously loom out there, but have been there for 
5 or 10 years, but rather to the short-term, that because of the im- 
mediate year-to-year deficits we have even now before the baby- 
boomers retire, that they are greatly worried that the Fed will have 
to raise interest rates rather quickly and rather steeply as the 
economy begins to take off. Am I wrong in thinking that? 

Chairman Greenspan. The market commentary clearly is that in 
response to the fact that the economy is clearly coming back, and 
indeed as I mentioned earlier, the problems which we have con- 
fronted and the concerns that we had about deflation last year are 
no longer an issue, that there clearly is an emergence of views as 
to how this will all balance out. I will try to address that in testi- 
mony which I am scheduled to give tomorrow at the Joint Eco- 
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nomic Committee, but the news is good. I mean if you look out at 
various economic scenarios that could have emerged out of the ex- 
traordinary events subsequent to September 11 with the corporate 
scandals and wars in Afghanistan and Iraq, we are doing rather 
well, and I think the question is, how do we manage that in a man- 
ner that we will continue to do well? 

Senator Schumer. Thank you, Mr. Chairman. 

Chairman Shelby. Thank you. Senator. 

I want to get back on the Riggs situation, Mr. Hawke. Do you 
believe that the examination process that you have currently in 
place is robust enough to ensure bank compliance of the Bank Se- 
crecy Act? 

Comptroller Hawke. I do, Mr. Chairman, and I should say that 
we have all learned a lot in recent years about the importance of 
making that process even more robust than it is. 

The issue, for example, of transaction testing is one that we have 
been giving thought to. We do not, as a regular matter, do exten- 
sive transaction testing in Bank Secrecy Act compliance. We look 
primarily at a bank’s own internal controls, their internal audit, 
the way that they manage their own compliance. We take a risk- 
based approach to it as well; we concentrate on those institutions 
that present the highest risk. 

Chairman Shelby. A lot of people that know a lot about fighting 
terrorism basically concluded that money, financing of terrorist ac- 
tivities, training, movement, everything, is central to their activi- 
ties, so this plays right into the regulator, in the Treasury’s hands 
as far as your obligation to root this out or try to root it out, does 
it not? 

Comptroller Hawke. I think that is clearly right. 

Chairman Shelby. Could you provide to the Committee, Mr. 
Hawke, a brief overview of how the issue of Bank Secrecy Act com- 
pliance is handled by your examiners? Specifically, do the exam- 
iners look at a general program, a list of activities or programs the 
bank engages in? Do the examiners ever look at individual trans- 
actions to gage a bank’s compliance with the Bank Secrecy Act? Do 
you want to do that for the record? 

Comptroller Hawke. Mr. Chairman, that was one of the ques- 
tions that you raised with us at the last hearing. 

Chairman Shelby. I know. 

Comptroller Hawke. It is addressed in the letter that we deliv- 
ered yesterday. 

Chairman Shelby. Is it addressed fully? My staff wanted it ad- 
dressed totally, not cursory. 

Comptroller Hawke. It is addressed in four or five pages of the 
letter. We would be happy to supplement that if there are addi- 
tional questions. 

Chairman Shelby. Okay. Are there other banks besides Riggs, 
Comptroller Hawke, that you are currently watching, that have 
problems similar to Riggs? Out of your whole banking system, 
there are bound to be some. 

Comptroller Hawke. Riggs presented a special kind of situation 
because they 

Chairman Shelby. Because of where they were located? 
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Comptroller Hawke. Well, in part. They had made a specialty of 
embassy bombing 

Chairman Shelby. That is because of where they were located 
too. 

Comptroller Hawke. They did it overseas, as well, but that was 
a specialty that they had developed. I think we all recognize that 
that product line, if you will, presents considerably higher risks 
than other types of banking relationships. 

Chairman Shelby. As far as other banks are concerned, I know 
they are here in Washington and they went after a lot of the diplo- 
matic business and so forth, or maybe with the diplomat’s bank 
among other things. But there are other banks in this country 
under your jurisdiction that I hope you are looking at too. 

Comptroller Hawke. We are, Mr. Chairman, and, as I said, we 
take a risk-based approach. We look at a number of different at- 
tributes that a bank presents, the extent to which they have for- 
eign customers, the extent to which they are doing private banking, 
their location, the number of SAR’s that are filed and so on. All of 
that gets factored into the decision as to how much 

Chairman Shelby. Has the word gone out though from the 
Comptroller of the Currency, that it is not business as usual, that 
we are in a war against the terrorists and money is important to 
the terrorists? Also, is that one of your highest priorities? 

Comptroller Hawke. It is a high priority with us, Mr. Chairman, 
with respect to the training and incentivizing of our examiners, as 
well as with the banks that we supervise. 

Chairman Shelby. Mr. Powell, what about you? 

Chairman PoWELL. It is a high priority with us also. Senator. 

Chairman Shelby. Do you have some troubled banks similar to 
Riggs, like that, in dealing with the Bank Secrecy Act? 

Chairman PowELL. I am sure we do. We have had something 
like 

Chairman Shelby. Would you furnish that to the Committee for 
the record? 

Chairman PoWELL. Be happy to. I think we have had 24 enforce- 
ment actions. 

Chairman Shelby. Twenty four enforcement actions. 

Mr. Gilleran, you have a lot of banks. I know a lot of them are 
all over the country. 

Director Gilleran. A lot of thrifts. 

Chairman Shelby. Well, thrifts and savings banks. 

Director Gilleran. We do not have any that we know of that are 
of the nature of the Riggs situation. We do see a problem for some 
of the smaller institutions in complying because the laws require 
special training for their employees, and special surveillance on the 
part of the organization, so that we are giving particular attention 
to how this is all being handled by smaller organizations. 

Chairman Shelby. Mr. Dollar, what are your responsibilities for 
the credit union? 

Mr. Dollar. We are not exempt from this one, Mr. Chairman. 

Chairman Shelby. I hope not. Thank you. 

Mr. Dollar. And although there is not much money laundering 
going through institutions as small as credit unions, 60 percent of 
which 
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Chairman Shelby. We also have some huge credit unions. I 
know one in my State is well-run and a couple of billion dollars in 
size. I call that pretty good size. 

Mr. Dollar. Well, you do have, and the point I wanted to make 
is that we take it seriously, and we take it seriously to the point 
during the 6 years I have been on the NCUA Board, the single 
largest conservatorship that we have done of any credit union in 
the United States, Senator Schumer, was in your home State, and 
it was for Bank Secrecy Act violations. We do take it seriously. 

Chairman Shelby. Senator Sarbanes, thank you for your indul- 
gence. You want to get back into this too. 

Senator Sarbanes. I have to tell you, David Aufhauser, when he 
was General Counsel to the Treasury Department, in testimony be- 
fore this Committee, said that the Bank Secrecy Act part of the 
bank audit might be a stepchild to the rest of the audit and not 
receive the priority and primacy it deserves. Aufhauser went on to 
suggest that we might be better served if Treasury constituted a 
separate examination and compliance force in the area of bank se- 
crecy. What is your reaction to that suggestion by Mr. Aufhauser? 

Comptroller Hawke. I am not sure that the problem of Bank Se- 
crecy Act compliance is going to be addressed by just adding more 
examiners to the mix. Senator Sarbanes. I think that the funda- 
mental aspect of Bank Secrecy Act compliance is very consistent 
with the fundamental approach to bank supervision generally, and 
that is to look, in the first instance, at the extent to which the in- 
stitution has established the kind of controls and audit processes 
that are necessary for it to assure itself that it is complying with 
the law. That is the starting point for virtually all bank super- 
vision. It is not by any means the end, but that is the starting 
point. And that is the thing that bank examiners are trained to do 
and do every day. In the course of several years of dealing with 
Riggs, there was an escalating response by the supervisors that 
started with a focus on the bank’s own internal controls, on train- 
ing, and on those fundamental aspects of bank supervision that we 
look at in other areas, as well. 

Senator Sarbanes. Yet, we are talking about the possibility of 
terrorist financing here. I mean, it goes from year to year. You are 
running along doing these reports every year, but at what point do 
you move to really move in there and correct it and make sure that 
this is not constituting access to funds for terrorist activities? 

Comptroller Hawke. As I say, there was escalating concern over 
a period of several years that culminated in the issuance of a cease- 
and-desist order last year. 

Director GiLLERAN. I can appreciate your concern. Senator Sar- 
banes. I do think, however, that the bank regulators should be 
given time to prove that they can regulate appropriately in this 
area, because I think in order to be effective in this area, you must 
understand bank procedures, bank controls, and bank systems. 
Therefore, the bank regulators have the best staff to do that with. 

I think it is not a question of our not having the staff to do it. 
I think you are concerned about whether or not we have sufficient 
emphasis on this important area and whether or not we are giving 
it the correct amount of attention. I can tell you that, for the OTS, 
I believe we are, but we have to prove ourselves in this area. And 
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therefore, I would ask that Congress give us more time to prove 
that we can do this. 

Chairman Shelby. Do you have that time? Do we have the lux- 
ury of time? 

Director GiLLERAN. Well, I think that we have the best staff, I 
think, that you can look to us to get this job done, because these 
are people that know the financial institutions and know the sys- 
tems and know what to look for. So you have the best people to 
do it here. 

Chairman Shelby. I understand that, but do we have that lux- 
ury of time in our war against terrorist financing? 

Director GiLLERAN. If you were to change the regulatory struc- 
ture and create a new agency, it would be creating a hiatus of time. 

Chairman Shelby. No one has suggested that, that I know 
about. 

Director GiLLERAN. I think that is what this started from. 

Senator Sarbanes. Didn’t the Inspector General of Treasury 
criticize the OTS last year for insufficient follow-up on Bank Se- 
crecy Act problems? 

Director GiLLERAN. That was true. Senator, and I would say that 
we appreciated that review so that it turned us to a problem that 
I mentioned earlier, and that is the criticism that was made of us 
was that we had given some smaller institutions more than one ex- 
amination period to correct their problem. For instance, the Act re- 
quires an institution to have a sufficient training program, it re- 
quires the institution to have sign-offs. In no instance was there 
any thrift that was involved in any money laundering, and that the 
criticism was to procedural items. 

Now, I agree with the GAO. They were criticisms. But the criti- 
cism was the fact that the thrift did not correct their lack of train- 
ing or their lack of sign-offs within one examination period. We 
have since addressed ourselves to that criticism. 

Senator Sarbanes. Mr. Chairman, I mean, we have all the regu- 
lators here and of course the agenda is a full scope of their respon- 
sibilities, I guess, with a particular focus on safety and soundness. 
But I would suggest that we may want to do a hearing specifically 
addressed to money laundering and the Bank Secrecy Act. We 
could go through very carefully with each of them exactly what 
they are doing and where they may have fallen down on the job 
and what more needs to be done. This is an important area of ac- 
tivity, obviously, and if something happens, you can bet your life 
it is going to be an important area of activity. 

Chairman Shelby. I think it is a good suggestion and we would 
be properly prepared for it. Chairman Sarbanes wanted to com- 
ment. 

Senator Sarbanes. Chairman Greenspan. 

Chairman Shelby. Greenspan. I am saying Sarbanes. He was 
the Chairman. I do not want him to be the Chairman in the future. 

[Laughter.] 

But he could be, you know. If he is, I will be respectful. 

Chairman Greenspan. Mr. Chairman, I would just like to asso- 
ciate myself with some of the remarks of my colleagues. To be sure, 
we do not have time. But bringing in a third party at this stage, 
in my judgment, is not going to expedite this process. And the rea- 
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son, essentially, is that enforcing the Bank Secrecy Act invariably 
requires that you, in the normal examination process, sense anom- 
alies in the system, things that look just a bit off, things that do 
not seem to square. And it is when you dig into those fissures in 
the system that you come up with embezzlement, you come up with 
money laundering, you come up with illegalities which the process 
endeavored to hide. I do not think somebody coming in from the 
outside can do it by some shortcut method. They have to go 
through a whole examination process. I do not think you can sepa- 
rate examination of banks, under the Bank Secrecy Act, from the 
overall examination process. 

Chairman Shelby. In other words, what you are saying, as I un- 
derstand it, have the right mentality, culture to do the job, it is 
just a question of adding this on to their work. Is that correct? 

Chairman Greenspan. Exactly, yes. 

Senator Schumer. Mr. Chairman. 

Chairman Shelby. Senator Schumer. 

Senator Schumer. I have just one question here, really, directed 
at Mr. Hawke. You said that you had a risk-based approach. In ref- 
erence to the Chairman’s comment, Riggs Bank was high-risk be- 
cause of its location. And yet, it is my understanding that there 
were two checks on Riggs in relation to Bank Secrecy, one in 2000 
and then one in 2003, and most of the bad stuff occurred between. 
Is it that you are understaffed? I mean, why, with a particularly 
high-risk bank, are we supposed to wait 3 years between examina- 
tions? Or am I wrong in the 

Comptroller Hawke. I do not think that is right. Senator Schu- 
mer. Riggs was regularly examined by the OCC and, as I said, 
over 

Senator Schumer. This was for Bank Secrecy Act violations. 

Comptroller Hawke. Over a period of 3 or 4 years, there was es- 
calating concern about Bank Secrecy Act compliance issues at 
Riggs. In retrospect, one could easily wish that we had been tough- 
er earlier. But it was not that issues of Bank Secrecy Act compli- 
ance went unnoticed. It was that supervisory attention focused ini- 
tially on internal control systems and training, and concern gradu- 
ally escalated over that period of time. 

Senator Schumer. If I am right — and maybe I am wrong, but if 
I am right that there was one examination for Bank Secrecy in 
2000 and then the next one was 2003 for a particularly high-risk 
bank would you say that would not have been enough? 

Comptroller Hawke. It probably would not have been enough. I 
do not think 

Senator Schumer. Could you check and get back in writing 
about that? 

Comptroller Hawke. I would be happy to. 

Senator Schumer. That would be great. 

Chairman Shelby. Mr. Hawke, did your examiners call in the 
FBI or did the FBI call in your examiners? In other words, who got 
into Riggs first? Was it FBI or was it your examiners examining 
the bank because of possible violations of the Bank Secrecy Act? 

Comptroller Hawke. I cannot tell you definitively, Mr. Chairman. 

Chairman Shelby. Would you do that for the record? 

Comptroller Hawke. I would be happy to. 
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Chairman Shelby. Okay, it is important. 

I want to move to deposit insurance. Senator Johnson is not here 
right now, but he made part of that his opening statement. 

Last year, I asked each one of you to work with the Treasury to 
develop a consensus deposit insurance reform proposal. I thought 
that the proposal that was produced would provide meaningful, 
comprehensive reform. Do you still support that proposal. Chair- 
man Greenspan? 

Chairman Greenspan. We do, Mr. Chairman. 

Chairman Shelby. Mr. Hawke. 

Comptroller Hawke. Yes, Mr. Chairman. 

Chairman Shelby. Mr. Powell. 

Chairman PoWELL. Yes, sir. 

Chairman Shelby. Mr. Gilleran. 

Director Gilleran. Yes, sir. 

Chairman Shelby. Mr. Dollar. 

Mr. Dollar. Yes, sir. We seek parity with the other Federal in- 
surance fund. 

Chairman Shelby. We have discussed many ways in which 
banks have become smarter — you know, they have learned, grown 
healthier and better able to operate in a safe and sound fashion. 
Should we be mindful of creating inappropriate incentives and dis- 
incentives in deposit insurance reform legislation? In other words, 
one of the statements around has been that if the reform package 
passed, it would increase basic coverage as well as coverage for re- 
tirement accounts, to amounts such as $150,000 to $250,000. 
Would banks lose some of their discipline here and management 
skills, and slip back? I do not know. And especially all that bothers 
me in view of the average savings account that is ensured across 
the country. I do not know exactly what it is. I would bet you 
would know. Is it less than $30,000? 

Chairman PoWELL. Yes, sir. 

Chairman Shelby. We are talking about running the rates up 
past $100,000 — I am not, but others are. And then retirement ac- 
counts or whatever are even past that. And that is troubling to me. 
Somebody sat on this Committee during the thrift debacle, the 
former Chairman did. 

Chairman PoWELL. Mr. Chairman, a couple of comments. I was 
in the industry, on the other side. 

Chairman Shelby. So you know. 

Chairman PoWELL. And oversaw an institution that almost 
failed. A couple of comments. I cannot imagine a CEO of an institu- 
tion who would take undue risks because coverage increased. Most 
CEO’s have a vested interest in that institution in the form of own- 
ership and reputation. It would be committing suicide 

Chairman Shelby. But the insurance is really assuming part of 
the risk, is it not? 

Chairman PoWELL. It is assuming part of the risk, but I can as- 
sure you if the institution fails, your net worth goes to zero. 

Chairman Shelby. I understand. 

Chairman PowELL. And also you are subject to some other 
issues. But our view at the EDIC has been clearly, from the very 
beginning, that the coverage issue should be indexed. I would hope 
that 
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Senator Sarbanes. Is that the position — the Chairman put a 
question earlier about the proposal that was 

Chairman Shelby. That was not in the proposal. 

Senator Sarbanes. And you all said you were for that proposal 
and now you are telling us you differ on an important aspect of the 
proposal. 

Chairman Shelby. We did not — as I recall, that did not call for 
indexing, even retroactively or prospectively. 

Chairman PoWELL. I think it was silent on the coverage issue. 
I could he wrong about that. 

Chairman Shelby. It was not silent at the table. 

Chairman PowELL. Our issue has always been that it should be 
indexed. 

Chairman Shelby. That is the FDIC you are speaking of 

Chairman PoWELL. Yes, sir. I think it is unfortunate that this 
particular part of deposit insurance reform gets an enormous — and 

1 am not saying it is not important, but it gets an enormous play 
when other parts of deposit insurance reform, in my view, are more 
critical to pass, that we can serve the industry, and that those com- 
ponents of deposit insurance reform be passed. I think it is past 
time that we need to focus on those issues that Senator Johnson 
and you have spoken about. 

Chairman Shelby. I know my time is running fast, but protec- 
tion of the banking system generally. Chairman Greenspan, in your 
opening statement you referred to the interagency whitepaper on 
sound practices to strengthen the resilience of the U.S. financial 
system. Mr. Hawke, you similarly referred to the issue of resilience 
of the financial system, although within the context of Basel II. I 
would like to focus my question briefly on the whitepaper to which 
Chairman Greenspan referred. 

It has now been a year since the final report was concluded and 

2 years since the draft report was on the street and available for 
industry comments. Sound practices outlined in the report set forth 
certain goals for recovery and resumption of operations following a 
major regional disaster. Specifically, business activities of core 
clearing and settlement organizations, according to the rec- 
ommendations of the Federal Reserve Board, the Office of the 
Comptroller of the Currency, and the Securities and Exchange 
Commission, should be resumed within the same business day as 
the disruption, with the goal to resume operations within 2 hours. 

While I understand this goal is consistent with pre-September 11 
policy within the banking industry, I would be interested in hear- 
ing your views on the progress industry has made to date in meet- 
ing the key objectives of the whitepaper. Have the goals of the 
whitepaper been taken to heart by the industry, and are the rec- 
ommendations being implemented? Have the legitimate consider- 
ations of cost proven prohibitive to meeting these goals and, if so, 
what measures, including incentives, would you recommend for fa- 
cilitating progress? 

That is not too much for any of you. I will start with Chairman 
Greenspan. 

Chairman Greenspan. I think you should start 

Chairman Shelby. Okay, you defer to Mr. Hawke. 

Chairman Greenspan. Go ahead. I will follow up on his remarks. 
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Chairman Shelby. He handed you a good one, then. Go ahead. 

Comptroller Hawke. Well, I was waiting to hear what Chairman 
Greenspan had to say. 

The whitepaper set forth a number of expectations and time 
frames for financial institutions with respect to clearing and settle- 
ment activities, recovery and resumption objectives, and other cri- 
teria, as well. With respect to progress at national banks, all of our 
large national banks that are covered by the paper have either al- 
ready satisfied those requirements or are making substantial 
progress in meeting those goals. Our evaluation is that they are all 
taking this effort very seriously and devoting substantial resources 
to complying with the parameters that were set out in the 
whitepaper. 

Chairman Shelby. Chairman Greenspan, do you agree with 
that? 

Chairman Greenspan. Yes, I do. I think we are fortunate in the 
sense that the price of technology has been coming down fairly dra- 
matically and it has enabled redundant systems to be developed 
off-site in many different areas. And it is not only the individual 
banks who are addressing this issue, but also those of us who were 
involved in the payment systems, specifically the Federal Reserve 
banks, have also been engaged in an extraordinarily intensive en- 
deavor to make certain that we insulate our systems from various 
different types of shocks. So far, we have, obviously, run into var- 
ious different types of problems and they were handled well. We re- 
covered remarkably well out of September 11 despite the fact that 
there were numbers of weaknesses in the system. And we seem to 
be gradually getting to the point where the flexibility and the resil- 
iency of the system is increasing every month. 

Now, whether that means we will be able to come back imme- 
diately from any shock, I do not know the answer to that. But 
clearly, we are heavily involved in the payment system and the 
major banks in the system, which are all acutely tied to this prob- 
lem. I think we are making major progress. Will we ever get to the 
point where we will say we are fully insulated? The answer is no, 
we will not. 

Chairman Shelby. Sure. 

Senator Schumer. 

Senator Schumer. Thank you, Mr. Chairman. Just one brief 
question. This bothers me, so I want to come back at it a little bit 
with Chairman Greenspan. And that is, again, this deficit and how 
it is going to affect the medium-term nature of the recovery — not 
in the next 6 months, but in the next 18, or year or two. 

I want to mention an editorial from April 15 Financial Times, 
hardly a liberal mouthpiece or Democratic mouthpiece. They say. 
But as the Bush Administration chooses not to hear, the problem 
is not the short-term deficits run up now as a result of the global 
economic slowdown, but those that respectable economists predict 
will persist even when the U.S. economy has returned to full em- 
ployment. The borrowing spree will push up real interest rates on 
dollar assets, constraining investment and consumption such that 
the net medium-term effect of the recent U.S. tax cuts on economic 
growth will probably be negative. 
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Now, that seems to me to be — when I go around and talk to peo- 
ple on Wall Street and economists and experts, that is not the uni- 
versal opinion, but I would say — it may not even be the majority 
opinion, but it is the mode. You see more people saying that than 
any other opinion. And it seems to me, that is what the markets 
are feeling right now. 

Should we be doing something about that now? Do we not have 
to worry that interest rates will — you will be forced to raise inter- 
est rates too quickly and the longer-term recovery that we had in 
the late 1990’s, because of fiscal responsibility, will be cut short? 

Chairman Greenspan. Senator, I am concerned that we first put 
into place a process which will enable us to address not so much 
the short-term deficits, which I think are worrisome but the longer- 
term deposits. The short-term deposits pale against the problems 
in the longer-term future. I think it is probably not very fruitful 
to talk about programs or what we are going to do until we get a 
budget process in place with PAYGO back in the structure of the 
decisionmaking, and discretionary caps, which served us so well in 
the earlier period. 

Senator Schumer. Would you say those should be on the tax side 
as well as on the spending side? 

Chairman Greenspan. My view is that what we should reintro- 
duce are the PAYGO and discretionary cap provisions which effec- 
tively expired in September 2002, which includes both spending 
and taxes. And if we fall short on that, we are going to find that 
we will not be able to maintain the degree of discipline which is 
going to be necessary to address what is a very significant problem 
out there. 

Senator Schumer. Thank you, Mr. Chairman. 

Chairman Shelby. Senator Sarbanes. 

Senator Sarbanes. Thank you, Mr. Chairman. 

Mr. Powell, I want to ask you about payday lending. The OCC, 
the OTS, and the Fed have all taken action to ensure that payday 
lenders do not rent charters from the depository institutions which 
they supervise. Why does the FDIC continue to allow banks that 
it supervises to engage in payday lending practices when the other 
regulatory agencies strongly discourage partnerships between pay- 
day lenders and Federal thrifts, national banks, and State-charter 
members of the Federal Reserve? You are the only regulator who 
is turning a blind eye — more than turning a blind eye, really, al- 
lowing this rent-a-charter practice to go on. Why are you doing 
that? 

Chairman PowELL. Senator, we supervise in excess of 6,000 in- 
stitutions. There are 11 institutions that currently have arrange- 
ments with payday lenders. We have examined those institutions 
on several occasions. We have issued guidelines for payday lenders 
that are much more harsh as relates to capital allocation, to proce- 
dures and policies, to discrimination, to fairness, to anything that 
might be illegal as it relates to the existing law. We have asked 
one of those payday lenders to discontinue that activity. 

Senator Sarbanes. Yes, but the others do not think they should 
be doing it at all. They are not allowing this rent-a-charter practice 
to go on. The Center for Responsible Lending estimates that the 
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debt trap of payday lending, those borrowers who have five or more 
payday loans per year, cost borrowers in excess of $3 billion a year. 

Chairman PowELL. We have not 

Senator Sarbanes. What are you doing about rollovers? What 
are your rules on that? 

Chairman Powell. We have stringent guidelines as it relates to 
rollovers. We look for violations of usury laws. We look for viola- 
tions of any of the laws. And when we find those violations, we ask 
them to stop. 

Senator Sarbanes. What is your rule on the number of payday 
loans that can be made to the same borrower in a single year? 

Chairman Powell. I cannot answer that specifically 

Senator Sarbanes. Do you have a rule? 

Chairman PoWELL. — ^but I will be happy to get to you 

Senator Sarbanes. Do you have a rule on that issue? 

Chairman PoWELL. I cannot answer that. But payday lenders 
are 

Chairman Shelby. Excuse me, Mr. Chairman, could you furnish 
that for the record and Senator Sarbanes? 

Chairman PowELL. I would be happy to. Payday lenders are not 
unique to the FDIC, in that under the shared national credits, pay- 
day lenders are part of shared national credits. They have — and we 
participate in — shared national credits, together with OCC and the 
Federal Reserve. And payday lenders are part of the shared na- 
tional credits. So they are not unique as it relates specifically to 
the FDIC. 

Senator Sarbanes. Of the 11 FDI-supervised banks partnering 
with payday lenders, how many of them have you examined? 

Chairman PoWELL. All of them. 

Senator Sarbanes. All 11? 

Chairman PoWELL. Yes, sir. 

Senator Sarbanes. Do you examine them every year? 

Chairman PoWELL. Yes, sir. 

Senator Sarbanes. So each of those 11 has been examined with- 
in a year? 

Chairman PowELL. I cannot specifically tell you that they have 
been examined to the calendar year, to the point, but they are ex- 
amined on a regularly scheduled basis as we would examine any 
other institution. 

I was just passed a note. Senator 

Senator Sarbanes. Aside from the examining, what is the ration- 
ale for — all the other regulators do not think this practice should 
take place. You are the only one at the table who thinks it should 
go on. Now, what is your rationale to support your taking an odd- 
man-out position on this important issue? 

Chairman PoWELL. I think that the rationale is that they are 
meeting a need in the community that the marketplace has said is 
there. And it is our job to make sure there is no safety and sound- 
ness issues and no violation of the law. 

Senator Sarbanes. Without any regard to the exploitation that 
is taking place? 

Chairman PoWELL. Without any regard to 

Senator Sarbanes. I mean, they are obviously coming in trying 
to use the Federal charter in order to get around State laws which 
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control those practices. Is that not right, Mr. Lavender? Do you 
know about this issue? 

Mr. Lavender. I am familiar with the issue. And that is a con- 
cern that we have, that some institutions will 

Senator Sarbanes. The States enact laws to guard their people 
from these payday lending practices, and then they go rent a Fed- 
eral charter under the supervision of Federal regulatory authorities 
in order to get around those limitations. Is that not correct? 

Mr. Lavender. In Tennessee, the payday lenders are a duly li- 
censed entity that we regulate, that we can regulate. 

Senator Sarbanes. Okay, you do it a different way, then. 

Mr. Lavender. Exactly, but 

Senator Sarbanes. There are some States that prohibit them. 

Mr. Lavender. We do have a concern that as banks continue to 
express an interest in getting into that business that they will affil- 
iate with some of our payday lenders and thereby avoid the State 
regulation. 

Senator Sarbanes. Mr. Chairman, my time is running and I 
want to ask one more question, if I might. 

Chairman Shelby. You may. 

Chairman Powell. Mr. Chairman, pardon me, I have not an- 
swered Mr. Sarbanes’s question. 

Chairman Shelby. Go ahead. 

Chairman Powell. Our guidelines requires a 60-day mandatory 
charge-off for payday loans. 

Senator Sarbanes. I want to ask this question of the panel peo- 
ple. Since 1992, total assets in the banking system have doubled, 
from $4.5 trillion to $9 trillion. Deposits have grown from $3.5 tril- 
lion to almost $6 trillion. Over that same period, the assets held 
by the five largest institutions have increased more than fivefold, 
and the deposits held have increased by 460 percent. The issue, I 
guess, is better put if we say in 1992 the five largest banks had 
12 percent of the total assets of the banking system; today they 
have 32 percent. That is assuming these two mergers that are now 
pending go through. Similarly, in 1992, the five largest banks had 
11 percent of the total deposits of the banking system, while today 
they have 31 percent. Does this level of consolidation and con- 
centration cause any of you any concern? 

Comptroller Hawke. Mr. Chairman, Senator Sarbanes, let me 
take a first crack at that. There are two aspects to the issue. One 
is looking at it from a competitive point of view, in antitrust terms. 
The other is looking at it in terms of the ability to supervise and 
examine institutions of growing size. 

On the competitive side, the numbers you are looking at reflect 
nationwide concentration levels. While it is true that concentration 
nationwide has increased, concentration in local markets has actu- 
ally decreased over this period of time. I think Chairman Green- 
span may have mentioned this earlier. We find that local markets, 
which are critically important for consumers and small businesses, 
are becoming less concentrated and more competitive, even as con- 
centration on the national level is increasing. 

From a safety and soundness point of view, there is no question 
that mega-banks present challenges for supervision. We already su- 
pervise some very, very large banks, and we have full-time resident 
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teams of examiners in these banks with a variety of specialists who 
are trained in particular aspects of the bank’s business, such as 
capital markets, asset management, and the like. 

The continued growth of mega-banks is certainly going to put a 
high premium on the training of specialists and on interagency co- 
operation. We will have to work closely with our colleagues at the 
Federal Reserve, as the holding company supervisor, and Chair- 
man Powell has already mentioned the FDIC’s concern with large 
banks, to make sure that we are taking a coordinated approach to 
supervision of these large banks. There is no question that the in- 
creased concentration in the banking system does present super- 
visory challenges. I think we are up to those challenges. 

Senator Sarbanes. Anyone else? 

Director GiLLERAN. My own reaction. Senator, is that having 
come from the smaller bank arena, having run one is San Fran- 
cisco, I believe that a smaller institution has every capacity and ca- 
pability of competing in the niches that it has selected for itself, 
and that a strategy of going head-to-head as a small bank against 
major banks and to compete on rates is not one that is successful 
very often. 

Therefore, there is definitely an arena to service America’s finan- 
cial needs for small banks, and, therefore, small banks will always 
be with us, as long as we permit them to be there. And on top of 
that, they are very profitable. 

So from the standpoint of the profitability of the investment, it 
is a good investment; and from the standpoint of servicing the pub- 
lic, it is very good because you must search for niches that the big- 
ger banks are not servicing. 

I believe that the growth of the major banks is not something 
that we should be afraid of. It is really the growth of the kind of 
mass-produced services that credit cards represent and other types 
of lending. But there is a niche out there for smaller banks that 
will always be with us, and they are doing it very well. 

Senator Sarbanes. Well, I am trying to anticipate a trend. If the 
consolidation were to continue at the same rate that it has been 
taking place, and if the total amount of assets in the system were 
to grow at the same rate, in 10 years’ time the top five banks 
would control 65 percent of the total assets of the system. 

Would that level of concentration be a matter of concern? 

Mr. Lavender. Chairman Sarbanes, as a State regulator I am 
concerned today about this level of concentration. I agree from a 
competitive standpoint that our small community banks do an ex- 
cellent job, another year of record profits. From a standpoint of 
choice, while we continue to see a concentration, I do believe in free 
market enterprise where let the free market reign. And, therefore, 
citizens have to choose where they are going to do their banking. 

But I would like to go to the point Comptroller Hawke men- 
tioned, and that is supervision and examination. As a State regu- 
lator, I am concerned that my Federal counterparts have the capac- 
ity, the staff, the budget, to continue examination, the depth of ex- 
amination of these entities as they continue to consolidate. 

I hate to sound like a broken record today, but, again, looking 
at the preemption and the inability of not only this department but 
also Attorneys General to enforce consumer protection rights for 
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our consumers, I am concerned not only about the bank and the in- 
dustry; but I am also concerned about the consumer as well. And 
I do not have a comfort level today that with continued concentra- 
tion the industry is positioned to supervise and examine ade- 
quately. 

Senator Sarbanes. Thank you very much. 

Chairman Shelby. Thank you, Senator Sarbanes. 

I am going to go back to Chairman Sarbanes — not Chairman Sar- 
banes. I have it on my mind, haven’t I? 

[Laughter.] 

We have a roomful of people here and they are all chairmen. 

China, Chairman Greenspan, I have been told they consumer 40 
percent of the coal in the world, 25 percent of the scrap metal, and 
a similar amount of precious ores and other metals, not counting 
oil. I do not know how much oil and gas they are consuming, but 
as they continue to grow industrially, they will consumer more. 

Some people have said that because of China, not just because — 
that they have put — they have driven the price of scrap metal and 
other things up. I guess the question is: Will they absorb this be- 
cause of their labor market, because there is no real pressure on 
them in the labor market, 1.3 billion people, a lot of people looking 
for work? Will they let their currency float within some kind of an 
upward band? Or what do you predict? Or you do not. You see 
what I am getting at? 

Chairman Greenspan. Yes. First of all, let us recognize that 
there has been a particular surge in the demand for metals which, 
to a large extent, reflects the marginal demand coming from China 
as it is endeavoring to move toward a market economy in some of 
the older industries. The reason they are absorbing such a signifi- 
cant part of the steel scrap in the world and, indeed, iron ore and 
coke and all of the basic ingredients, is that that industry has not 
been growing all that rapidly around the world, and they are now 
moving into a state of industrial advance which creates very heavy 
demands for what we 50 and 100 years ago went through and oth- 
ers did as well. 

I think they are adjusting to an early stage of an industrial dy- 
namic which is going to rapidly change. They are moving and in 
a very impressive way. 

The major problem that they have is not the reflection so much 
of the demand for commodities. It is that there is a concern in- 
creasing in China that they are overheating as a consequence of a 
fairly rapid increase in the money supply, which has been going up 
approximately 20 percent a year. 

They do not have the flexibility that we do. They have got still 
very significant proportions of their output produced by State-run 
enterprises, which by their very nature are rigid. They recognize 
this, and they are moving to try to find the appropriate balance. 
And implicit in that there is clearly going to be greater flexibility 
of their exchange rate, there is clearly going to be at some point, 
hopefully sooner rather than later, a reduction if not the ultimate 
removal of the capital controls that they impose on Chinese resi- 
dents in the accumulation of foreign assets. But it is a very delicate 
process because their banking system is not in robust shape. 
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So they are moving, as best as I can see, in the right direction 
in endeavoring to contain this, and I think it is in everybody’s in- 
terest that China move forward but not move forward in a unbal- 
anced way, which could create great difficulties for them. And if 
they run into trouble, they will create significant problems for 
Southeast Asian economies, for Japan, and indirectly for us. 

Senator Sarbanes. Mr. Chairman. 

Chairman Shelby. Go ahead. 

Senator Sarbanes. Mr. Chairman, is it the case that if they reset 
the peg rather than going immediately toward flexible rates, that 
that would avoid dangers to the banking system that are con- 
stantly put forth as a reason why they cannot move now or in the 
near future to flexible rates? But they could reset the peg without 
those problems, could they not? 

Chairman Greenspan. They could, but they would have to be 
careful where they set it, because if they set it with too small a 
change from where we are today, the markets would quickly pre- 
sume that there are going to be further adjustments and they will 
get a very large increase in capital inflows, which will create even 
a greater problem. 

There is, I would agree, a peg level which probably prevents that 
from occurring. I do not know where that is. I am not sure that 
they do. But they are working toward some resolution of the type 
you are suggestion, as best I can judge. 

Chairman Shelby. Chairman Greenspan, when you use the term 
“peg,” is that like trading within a certain band? 

Chairman Greenspan. Well, “peg” usually means a very narrow 
band, and the Chinese insist that they have a flexible exchange 
rate. But it is flexible in a very, very narrow range. 

Chairman Shelby. Gentlemen, thank you very much for your 
contribution. We look forward to a number of questions that we 
will ask you for the record, but we are also waiting, Mr. Hawke 
and Mr. Powell, both of you, for answers to some questions. Thank 
you. 

The hearing is adjourned. 

[Whereupon, at 5:14 p.m., the hearing was adjourned.] 

[Prepared statements and response to written questions supplied 
for the record follow:] 
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PREPARED STATEMENT OF SENATOR WAYNE ALLARD 

Thank you, Chairman Shelby for convening this hearing on the current condition 
of the banking and credit union industry. I am pleased to have the opportunity to 
hear from our banking and credit union regulators to hear about issues facing the 
United States banking system both domestically and internationally. It has been 
nearly 3 years since we have taken a look at the industry and many events have 
occurred that could have greatly shaken the economic stability of this country . Yet, 
the banking system remains strong and able to meet the demands of its customers. 

The year 2003 saw net profits of over $100 billion for commercial banks and the 
demand for household credit has remained strong. Additionally, the total volume of 
problem assets in commercial banks has declined steadily, and sustained confidence 
in the capital markets is evident through risk measures derived from prices of 
stocks, debt securities, and credit default swaps. The significant decline in loan 
losses and credit losses has signaled the industry’s responsiveness to the lending ex- 
periences of the 1980’s and 1990’s. Overall, the banking industry remains strong, 
and that is credited to the good work of our Nation’s banking and credit union regu- 
lators. 

In order to continue this pattern of success, it is imperative that we maintain a 
disciplined examination of both the banking system and the modernization of our 
entire financial system. I would like to thank the witnesses for appearing before the 
Committee today. I look forward to your testimony. 


PREPARED STATEMENT OF SENATOR JIM RUNNING 

Thank you Mr. Chairman for holding this hearing and I would like to thank all 
of our witnesses for joining us today. 

I believe holding these state of the banking industry hearings is a very fine and 
necessary tradition of this Committee. It is very worthwhile to hold these hearings, 
so during the good times, we are prepared for the bad times. I am very glad that 
all three of the Chairman during my tenure on this Committee have embraced this 
tradition. 

For the most part, the state of the industry seems pretty healthy. There are 
things we need to keep an eye on, but for the most part, the safety and soundness 
of our institutions is not a concern. I personally have some concerns about small 
banks, which are crucial to the financial health of Kentucky. There have been many 
mergers and acquisitions of small banks. My small banks are also becoming more 
and more concerned about the competing pressures they are facing. The small com- 
munity banks are the only source of capital in many areas of my State, and it is 
crucial that ensure their health and safety. 

Once again deposit insurance is an issue we are facing. I fully support deposit in- 
surance reform. However, I am very troubled by attempts to raise the insurance cov- 
erage limits. I have been Chairman Greenspan’s most vocal critic on monetary pol- 
icy. But I agree with him wholeheartedly on raising insurance coverage. I believe 
we agree so strongly about this, along with the Chairman and Ranking Member of 
this Committee, because all of us had to deal with the S&L bailout in the late 
1980’s. I think I can speak for all of us who were in the Congress at that time and 
say that none of us wants to go through that again. 

I am very interested to hear about your specific sectors of the industry, and if 
there is anything that we as Members of this Committee can do to help financial 
institutions grow and remain profitable with jeopardizing safety and soundness. All 
of you are the experts of the your sector. You know your sector much better than 
we do. I look forward to hearing your opinions. 

Thank you again for holding this hearing Mr. Chairman and I thank all of our 
witnesses for testifying today. 


PREPARED STATEMENT OF SENATOR MIKE CRAPO 

I look forward to your testimony on the condition of the banking and credit union 
industry. In addition, I am interested in what issues you believe should or should 
not be considered in a regulatory relief package to improve the condition of the 
banking and credit union industry. As you are all aware, the House recently passed 
the Financial Services Regulatory Relief Act by a vote of 392 to 25. 
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A regulatory relief package should eliminate outdated, ineffective, or unduly bur- 
densome regulations that are not justified by either the need to ensure safety and 
soundness or to provide consumer protection. 

Outdated laws and regulations only serve to squander scarce resources that could 
otherwise be used to provide financial services demanded by customers. The bank- 
ing industry estimates that it spends somewhere in the neighborhood of $26 billion 
annually to comply with regulatory requirements imposed at the Federal and State 
levels. 

While finding a consensus on these issues may be difficult, I look forward to work- 
ing with you and my colleagues on this Committee to begin the process of taking 
up regulatory relief in the Banking Committee. 


PREPARED STATEMENT OF ALAN GREENSPAN 

Chairman, Board of Governors of the Federal Reserve System 
April 20, 2004 

Chairman Shelby, Senator Sarbanes, and Members of the Committee, I am 
pleased to be here this morning to discuss the condition of the U.S. banking system 
and various related matters. They include improved risk-management practices of 
banks, the current status and direction of our regulatory efforts to revise capital 
standards for internationally active banks, deposit insurance, and the ongoing con- 
solidation process within our domestic banking industry. 

Growth in the size and complexity of the largest U.S. and foreign banking organi- 
zations, in particular, has substantially affected financial markets and the super- 
visory and regulatory practices of the Federal Reserve and other bank regulatory 
agencies around the world. It has, in part, required authorities to focus more than 
before on the internal processes and controls of these institutions and on their abil- 
ity to manage risk. Only through steady and continued progress in measuring and 
understanding risk will our banking institutions remain vibrant, healthy, and com- 
petitive in meeting the growing financial demands of the Nation while keeping sys- 
temic risk at acceptable levels. Therefore, the regulatory authorities must provide 
the industry with proper incentives to invest in risk-management systems that are 
necessary to compete successfully in an increasingly competitive and efficient global 
market. 

When I last discussed the condition of the banking industry with this Committee 
in June 2001, the industry’s asset quality had begun to decline, but from a relatively 
high level, and banks were generally well-positioned to deal with the emerging prob- 
lems. Moreover, as early as the late 1990’s, both the industry and bank supervisors 
had begun to address the slippage in credit standards that was one of the causes 
of the drop in asset quality. By most measures, this was an unusually early stage 
in the economic cycle to begin addressing such deterioration. 

Today, with the benefit of hindsight, we can see that the weaknesses I cited then 
have indeed been mild for the banking system as a whole and that the system re- 
mains strong and well-positioned to meet customer needs for credit and other finan- 
cial services. During the past 2 years, in particular, the industry extended its string 
of high and often record quarterly earnings. For the full year 2003, commercial 
banks reported net profits of more than $100 billion while maintaining historically 
high equity and risk-based capital ratios and enjo3dng brisk asset growth. Although 
the demand for business loans and the underwriting of equity securities have been 
weak over the past few years, banking organizations have continued to benefit from 
strong demand for household credit, not least for residential mortgage products as 
interest rates declined substantially. 

Moreover, the volume of problem assets in commercial banks declined each quar- 
ter last year, including a drop in the fourth quarter of nearly 10 percent, which 
brought the ratio of problem assets to total loans and foreclosed assets to less than 
1 percent — its lowest level since year-end 2000. As a result of this favorable per- 
formance, both the size and the number of bank failures in recent years have been 
exceptionally small. Last year, for example, only two banks, with combined assets 
of just $1.5 billion, failed. 

The results of last year’s interagency review of large syndicated loans and inter- 
nal reports about the level and distribution of their criticized and classified credits 
lead us to expect still further improvement in the industry’s asset quality this year. 
Notably, the pool of “special mention” credits that are weak but still performing 
(and which tend to produce the more serious problem assets) has shrunk both in 
the annual Shared National Credit review and in the quarterly bank reports. 
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Risk measures derived from prices of publicly traded bank securities — stocks, debt 
securities, and credit default swaps — also signal that market participants are taking 
an increasingly positive view of the future of banks. Indeed, these measures suggest 
the lowest level of market concern about these companies that we have seen during 
the 5 years in which we have tracked them. 

The banking industry’s relatively benign experience with loan losses these past 
few years may not be surprising given that the recession was mild by most meas- 
ures. The experience is more notable, however, when one considers the broader 
range of shocks and developments that have occurred during this period, including 
the September 11 attacks, Argentina’s credit default, the continuing shift by large 
and not-so-large firms in this country from bank to capital market financing, and 
the concentration of recent economic pressures on specific industries and business 
sectors. These events tended to reduce the overall quality of corporate loan portfolios 
at banks and contributed significantly to banks’ efforts to improve their measure- 
ment and management of risks, especially after the substantial credit losses they 
suffered in the late 1980’s and early 1990’s. These efforts, aided by the continued 
trend toward industry consolidation, helped moderate previous concentrations of 
credit exposures in bank portfolios and fueled greater use of new methods of hedg- 
ing and managing risk. 

At present, credit risk-management practices are perhaps least developed in 
measuring risk associated with exposures related to construction projects and to the 
financing of commercial real estate, which have grown rapidly, particularly among 
regional and community banks. At all banks, such lending represented nearly 19 
percent of all bank loans at year-end 2003 — the highest level thus far recorded — 
and accounted for essentially all the loan growth last year at banks with less than 
$1 billion in assets. 

Despite the limited development of formal risk-management practices, credit 
standards applied to these loans have apparently been quite high. At least, we see 
as yet no signs of rising credit losses from such lending, and supervisory and market 
sources indicate that the poor lending practices of the late 1980’s and early 1990’s 
have been largely avoided. Nonetheless, the historical record provides ample evi- 
dence of the risks associated with this form of lending and of accumulating large 
credit concentrations in any form of exposure. Supervisors continue to monitor these 
concentrations and the lending practices and market conditions that will ultimately 
determine their effects on the banking system. 

These and other gradual changes in the balance sheets of banks, along with the 
sustained decline in market rates, helped compress net interest margins at many 
banks, as they chose not to reflect the full effect of lower market rates into rates 
paid on deposits without a specified maturity. As a percentage of earning assets, net 
interest income of all insured commercial banks declined 27 basis points last year, 
to 3.80 percent, the lowest level in more than a decade. Although this compression 
eased slightly during the fourth quarter, we cannot yet tell whether margins have 
begun to rebound. 

This compression of margins needs to be understood in the fuller context of the 
banks’ sensitivity to changes in interest rates and, in particular, the effect of histori- 
cally low rates on banks’ financial performance and condition. At the same time that 
declining rates were adversely affecting the industry’s interest margins, they were 
also spurring growth in mortgage-related assets and associated loan-origination fees 
and were producing significant capital gains in bank investment portfolios. Lower 
interest rates, along with the decline in equity valuations experienced during 2000- 
2002, also contributed to a substantial inflow of liquid deposits by lessening their 
opportunity cost. 

Under these circumstances, and with a steep yield curve, a banker’s natural incli- 
nation might be to shift the credit mix and extend the maturity of assets in an 
attempt to bolster asset yields. To some extent such actions have been taken. Resi- 
dential mortgage loans and pass-through securities have increased from 17.5 per- 
cent of assets in 2000 to 20 percent in 2003. But the manner in which this growth 
has occurred suggests a balanced assessment of risk. Call Report data indicate that 
a substantial portion of the increase in mortgage assets has been in adjustable-rate 
or shorter-term mortgages, particularly at smaller banks. For their part, large insti- 
tutions also have significant capacity to offset on-balance-sheet exposures through 
off-balance-sheet transactions. 

All told, the available data, industry and supervisory judgments, and the long and 
successful experience of the U.S. commercial banking system in dealing with chang- 
ing rates suggest that, in general, the industry is adequately managing its interest 
rate exposure. Many banks indicate that they now either are interest-rate neutral 
or are positioned to benefit from rising rates. These views are based partly on spe- 
cific steps that they have taken to adjust portfolios and partly on judgments about 
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the effects that rising interest rates would have in easing pressure on interest mar- 
gins. That is, many banks seem to believe that as rates rise — presumably along with 
greater economic growth — they can increase lending rates more than they will need 
to increase rates paid on deposits. Certainly, there are always outliers, and some 
banks would undoubtedly be hurt by rising rates. However, the industry appears 
to have been sufficiently mindful of interest rate cycles and not to have exposed 
itself to undue risk. 

In other areas, earlier concerns about the effect of the century date change on 
computer systems, the destruction of infrastructure in the September 11 attacks, 
and the increased volume and scope of banking transactions generally have also re- 
quired financial institutions, particularly large institutions, to devote more effort 
and resources to contingency planning in order to ensure the continuity of their op- 
erations. Last fall’s power outage and Hurricane Isabel may have offered only lim- 
ited tests of the industry’s improved procedures, but financial firms handled those 
challenges extremely well. 

As the Nation’s central bank and as a bank supervisor, the Federal Reserve has 
a strong interest in the continued operation of the U.S. financial system after a dis- 
ruptive event. To that point, last year, the Federal Reserve Board, the Securities 
and Exchange Commission, and the Office of the Comptroller of the Currency jointly 
issued an interagency paper, “Sound Practices to Strengthen the Resilience of the 
U.S. Financial System.” That paper provides guidance that supplements long-stand- 
ing principles of business continuity planning and disaster recovery and is directed 
at the entities that pose systemic risk to the financial system, particularly in the 
context of their clearing and settlement activities. Through the Federal Financial 
Institutions Examination Council, we also issued revised examination guidance on 
business continuity planning. This guidance covers a variety of threats to business 
operations, including terrorism, and will be used in future examinations. 

Improved Risk Management in Banks 

Independent of continuity planning for unusual events, the basic thrust of recent 
efforts to improve the management of risk has been better quantification and the 
creation of a formal and more-disciplined process for recognizing, pricing, and man- 
aging risk of all types. In the area of credit risk, by providing those involved with 
a stronger, more-informed basis for making judgments, this development has 
enhanced the interaction between lending and risk-control officers. Operating with 
better information does not mean that banks will necessarily reduce credit avail- 
ability for riskier borrowers. It does mean that banks can more knowingly choose 
their risk profiles and price risk accordingly. Better, more-informed lending prac- 
tices should also lead to a more-efficient allocation of scarce financial capital to the 
benefit of the economy at large. 

Greater internal transparency and quantification of risk have helped bank man- 
agers monitor portfolio performance and identify aspects of the risk-measurement 
and credit-granting process that begin to move off track. As risk-measurement and 
disclosure practices evolve, investors and uninsured creditors will also become more 
motivated and better positioned to understand the risk profile of banks and convey 
their own views of banking risks. Indeed, accommodating greater and moreinformed 
market discipline is an important goal of bank supervisors. 

Perhaps most important, better risk management has already begun to show real 
potential for reducing the wide swings in bank credit availability that historically 
have been associated with the economic cycle. Sound procedures for risk quantifica- 
tion generally lead to tighter controls and assigned responsibilities and to less unin- 
tended acceptance of risk during both the strengthening and weakening phases of 
the business cycle. Earlier detection of deviations from expectations leads to earlier 
corrective actions by bank managers and, as necessary, by bank supervisors. 

Better methods for measuring credit risk have also spurred growth in secondary 
markets for weak or problem assets, which have provided banks with a firmer, 
sounder basis for valuing these credits and an outlet for selling them and limiting 
future loss. Insurance companies, hedge funds, and other investors acquire these as- 
sets at discounts that they judge are sufficient to meet their expected returns and 
balance their portfolio risks. The result is greater liquidity for this segment of bank 
loan portfolios and the earlier removal of weakening credits from bank balance 
sheets. Portfolio risks have also been increasingly hedged by transactions that do 
not require asset sales, such as derivatives that transfer credit risk. 

With greater use, more-thorough review, and more-extensive historical data, risk 
modeling has improved in accuracy and will continue to do so. Supervisors are also 
learning these techniques and are pressing banks to improve their own methods and 
systems to keep up with the latest developments. In the United States, our leading 
banking organizations began the process years ago and, in many respects, were in 
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the vanguard of the effort worldwide. Nevertheless, they and the risk-measurement 
process itself have much further to go. 

Recent initiatives of the Basel Committee on Banking Supervision to revise inter- 
national capital standards have helped focus attention on risk-measurement prac- 
tices and have encouraged further investment in this area. Moreover, the very 
improvements in technology that facilitated better bank risk measurement and 
management have undermined the current regulatory capital regime by creating 
transactions and instruments that were not conceived when the current regulatory 
standard was developed. 

Although these developments have sometimes helped banks circumvent existing 
rules, they have also enabled banks to hedge portfolio risk in ways that the current 
accord does not address well. As a result, the current regulatory capital standard 
is increasingly unable to establish capital requirements for our largest and most- 
complex banking organizations that reflect their true underlying risks. We need a 
more accurate, more risk-sensitive measure of capital adequacy to provide these in- 
stitutions with appropriate risk-management incentives and to provide ourselves 
with a more reliable basis for supervising them in a way that focuses on true risks. 
In the process, such a measure should also enhance our efforts in taking prompt 
corrective action. For all these reasons, I believe the U.S. banking agencies must 
remain committed to the process of developing and applying a revised regulatory 
capital standard for the world’s international banks. 

Proposed Capital Standards 

Last summer, the U.S. banking agencies took another step toward adopting the 
new capital standard by issuing for public comment an advance notice of proposed 
rulemaking (ANPR). The conception and design of the proposed standard, referred 
to as Basel II, are based on techniques developed in recent years by the largest 
banks, especially those, as I noted, in this country. As the scale and complexity of 
their activities grew, the banks needed to find better and more efficient ways to un- 
derstand, manage, and control their risk-taking activities; to promote and respond 
to the emergence of new markets, such as those for securitized assets; and to make 
greater use of available technology and financial theory in measuring and managing 
their risks. 

Before the agencies issued the ANPR, numerous changes in the proposed Basel 
II Accord had already been made in light of earlier comments. Reflecting the com- 
ments received on the ANPR, the Basel Committee agreed to extend the period for 
reaching an agreement in principle until mid-2004 to permit more time for revisions 
of the proposal to be formulated. Indeed, we have already negotiated some major 
changes in the international proposal to reflect U.S. public comments. These 
changes include the adoption of a framework based on unexpected loss and a revised 
set of rules on securitization. We have also modified the implementation process to 
ease the burden on banking organizations that operate across borders. These tech- 
nical changes were high on the list of modifications suggested by commenters. 

The shift from a combined “expected” and “unexpected” loss framework to one 
that focuses on unexpected loss only is crucial to ensuring that the regulatory cap- 
ital framework is consistent with standard internal banking practices, both here and 
abroad. That change will also simplify other parts of the proposal. The modification 
on securitization was imperative to permit U.S. banks to continue participating in 
important funding markets that they pioneered and to ensure a prudent risk-sen- 
sitive capital treatment for securitization exposures. Beyond these achievements, 
working groups in Basel are considering other U.S. proposals related to refining 
measures of expected loss, an issue that a number of commenters raised. The U.S. 
agencies are still tr 3 dng to reach a consensus on a revised proposal for capital 
charges on retail credit to put before our colleagues in Basel. The Federal Reserve, 
for its part, will continue to make every effort to reach consensus on this issue that 
is both risk-sensitive and workable. 

I believe that all the Federal banking agencies are committed to achieving a re- 
vised accord that reflects the realities of the 21st century; that meets our needs for 
a safe, sound, and competitive banking system; and that addresses the legitimate 
concerns of the industry. The Federal Deposit Insurance Corporation has raised im- 
portant issues about capital adequacy, and the Office of the Comptroller of the Cur- 
rency has expressed significant concerns about a capital structure that may inad- 
vertently disrupt retail credit operations of banks. All the agencies are addressing 
these concerns by jointly developing proposals to bring to Basel. In working to reach 
full agreement among ourselves, and ultimately with our colleagues abroad, we all 
seek a solution that promotes sound banking practices and that we can adequately 
implement and enforce. I hope that in the days ahead the agencies can close the 
gap on credit cards within such an overarching framework. 
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If we can do so, the Basel Committee should be able to reach agreement in prin- 
ciple on a new proposal around mid-year, and the U.S. banking agencies expect to 
evaluate that proposal through another “quantitative impact study” that we plan to 
conduct at large U.S. banks this fall. Committee Members are aware that this sur- 
vey and public comments on a forthcoming Notice of Proposed Rulemaking may 
raise still further issues that will need to be addressed before we can implement 
Basel II in the United States. Of course, other countries have their own national 
and European Union-wide review processes to conclude, and those consultations too, 
may raise issues that will require additional attention. 

As this Committee knows, the U.S. agencies have proposed that in this country 
the most-advanced version of Basel II is to be required only of the largest, most- 
complex banking organizations, although we anticipate that some of the other larger 
banks also will choose to adopt that version. Non-adopters in the United States will 
continue to operate under the current capital rules. The current regulatory capital 
regime, as I noted, has become less effective for the largest organizations while con- 
solidation has sharply increased the scale and scope of their activities. In this coun- 
try, the Basel II proposal focuses on them. The current rules remain appropriate 
and prudent for other banking organizations in the United States, and the agencies 
have decided that imposing the cost of new rules on these banking organizations 
does not pass a cost-benefit test. 

Nonetheless, change in the procedures for calculating regulatory capital for larger 
banks creates uncertainty among those entities to which the new rules would not 
apply. The comments we received on the ANPR and from the Congress last year 
indicate that some smaller banks are concerned that their competitive environment 
will change. More specifically, these fears include the possibility that Basel II will 
induce adopters, who are likely to have reductions in regulatory capital require- 
ments, to redeploy their capital by acquiring nonadopters or to gain a competitive 
advantage, particularly in the markets for small business and residential mortgage 
loans. 

To judge the merits of these concerns, the Federal Reserve conducted two tech- 
nical and empirical analyses of the underlying issues and made the papers available 
to the public last month; Congressional staff members were also briefed. A third 
study will be completed shortly, and a fourth will commence soon. 

The first of these papers, dealing with mergers and acquisitions, found virtually 
no statistical support for the view that either the level of, or changes in, excess reg- 
ulatory capital have played a role in past merger and acquisition decisions, which 
suggests that any future effect of Basel II on such decisions is also likely to be quite 
small. Moreover, reductions in regulatory capital requirements for adopters relative 
to the requirements for nonadopters are unlikely to lead to an acceleration in the 
pace of consolidation. 

The second study evaluated the likely effect of Basel II on the competition be- 
tween adopters and nonadopters in the market for small- and medium-sized busi- 
ness loans. It estimated that the marginal cost of such loans at adopting banks 
would decline no more than about 16 basis points, on average, and is likely to de- 
cline by less than that in most cases. 

Importantly, the study also found that most small business loans made by com- 
munity banks are sufficiently different from those made by either required or likely 
adopters of Basel II as to make any marginal cost differences virtually irrelevant. 
Moreover, being riskier, the small business loans made by most community banks 
are priced so much above the loans made by the large banks that the marginal cost 
benefit to adopters would not be a material competitive factor. The study did find, 
however, that the types of small- and medium-sized business loans made by adopt- 
ers and other large banks are, indeed, similar and similarly priced, so that adopting 
institutions may have a competitive advantage in many cases over other large banks 
that choose not to adopt Basel II. I will return to the implication of this finding in 
a moment. 

A paper analyzing competitive effects in the residential mortgage market will be 
available later this spring, and once the U.S. agencies agree on a proposal regarding 
the treatment of credit cards, staff members can begin analyzing potential competi- 
tive effects of the proposal in that market, as well. All four papers will then be re- 
evaluated early next year when new data become available from the agencies’ next 
quantitative impact study. 

If the evidence following these reviews and a public comment process suggests 
that implementation of bifurcated capital standards in this country may affect com- 
petition in certain markets, the proposals for Basel II may need to be reconsidered. 
We may need, for example, to modify the application of Basel II in the United 
States, where permissible under the Basel agreement; negotiate further changes in 
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the international agreement itself; or change the way the current capital rules are 
applied to institutions that do not adopt the new standard. 

In short, if we have sufficient indications that implementation of a new capital 
standard will distort the balance of competition, we can and will apply policies to 
mitigate this effect consistent with the risk profile of individual institutions. We 
cannot, however, respond to an unsubstantiated and generalized fear of change. 
Such concerns should not halt the evolution of regulatory capital standards for the 
large, complex banking organizations that play such an important role in our bank- 
ing system and in global financial markets. 

Bank Consolidation 

Legislation designed to deregulate U.S. banking markets, technology, and other 
factors have contributed to significant structural change in the banking industry 
and to a decline of nearly 40 percent in the number of banking organizations since 
the mid-1980’s, when industry consolidation began. Consolidation activity has 
slowed sharply in the past 5 years, but a recent uptick in merger announcements, 
including a couple of very large transactions, may signal a return to a more rapid 
pace of bank merger activity. Since 1995, the 10 largest U.S. banking organizations 
have increased their share of domestic banking assets from 29 percent to 46 percent 
at year-end 2003. Yet, over the past decade, roughly 90 percent of bank mergers 
have involved a target with less than $1 billion in assets, and three-quarters have 
involved an acquiree with assets of less than $250 million. 

This ongoing consolidation of the U.S. banking system has not, in my judgment, 
harmed the overall competitiveness of our banking and financial markets. Although 
they have facilitated consolidation, the reduced barriers to entry — such as were pro- 
vided by the Riegle-Neal Act’s relaxation of interstate banking laws — have provided 
net competitive benefits to U.S. consumers of financial services. 

Other economic forces, such as technological change and globalization, have stim- 
ulated competition among depository institutions and between depositories and 
nonbank providers of financial services. In addition to other credit-extending busi- 
nesses, our system of depository institutions alone continues to be characterized by 
many thousands of commercial banks, savings institutions, and credit unions. Meas- 
ures of concentration in local banking markets, both urban and rural, have actually 
declined modestly not just since 2000 but since the mid-1990’s. Significantly, most 
households and small and medium-sized businesses obtain the vast majority of their 
banking services in such local markets. 

Deposit Insurance 

I would like to turn now to the issue of deposit insurance reform and to the need 
for some legislative change in this area. As the Committee knows, most depository 
institutions have not paid any deposit insurance premiums since 1996, and in fact, 
some large institutions that have been chartered in the past 8 years have never paid 
them at all. Under current conditions, not only is a Government guarantee being 
provided free, but also depositories having similar or identical risks are exposed to 
potentially disparate treatment should one, but not the other, of the deposit insur- 
ance funds fall below its funding target. In that situation, the FDIC would be re- 
quired to impose a charge on one set of depository institutions while continuing to 
provide free deposit insurance to those in the other fund. Because some depository 
institutions today have commingled BIF- and SAIF-insured deposits as a result of 
bank and thrift mergers, this disparate treatment could apply even to different de- 
posit accounts within the same depository institution. 

At this time, the Congress has the opportunity to provide the FDIC with greater 
flexibility to charge risk-based premiums, possibly using market data (for example, 
rates on uninsured deposits) for the largest banks, to allow such premiums to in- 
crease or decrease in a gradual manner over a wider range of fund reserve ratios, 
and to treat all depositories with similar risk ratings equally and equitably. Such 
reforms should be implemented in a manner that does not unnecessarily create ad- 
ditional moral hazard and that strengthens, rather than erodes, market discipline. 

Higher coverage limits, for example, would exacerbate moral hazard problems 
without apparent and offsetting benefits. The current level of coverage seems ade- 
quate to meet the needs of an overwhelming majority of depositors. First, depositors 
have certain flexibility in distributing large balances among multiple accounts and 
depository institutions to obtain higher insurance coverage. Second, the Federal Re- 
serve’s latest survey of consumer finances indicates that at year-end 2001 less than 
4 percent of U.S. depositor households had any uninsured deposits. Moreover, the 
median bank IRA/Keogh account balance was only $15,000, well below the existing 
insurance limit. Finally, community banks have shown themselves just as adept as 
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the largest banks in attracting uninsured deposits when necessary to fund customer 
loan demand. 

Conclusion 

In closing, let me reiterate that the past decade has been one in which the bank- 
ing industry has recorded persistent record profits while providing an ever-wider 
range of products and services to much more diverse groups. The industry’s experi- 
ence during the past several years in dealing with clear weakness in key economic 
sectors demonstrates the importance of strong capital positions and sound risk-man- 
agement practices. Bank supervisors worldwide are working to encourage further 
progress in these areas, through more-accurate and more-effective regulatory capital 
standards based on even better internal risk-management procedures. 


PREPARED STATEMENT OF JOHN D. HAWKE, JR. 

Comptroller of the Currency, U.S. Department of the Treasury 

April 20, 2004 

Introduction 

Chairman Shelby, Senator Sarbanes, and Members of the Committee, I appreciate 
this opportunity to review the condition of the national banking system. My written 
statement covers two principal areas. 

First is the continued strong performance and condition of the national banking 
system in the face of a changing banking environment. National banks continue to 
display strong earnings, improving credit quality following the recent recession, and 
sound capital positions. That continued strong performance reflects, in general, past 
good lending and investment decisions. In addition, to some extent, that perform- 
ance reflects changes in business strategies and risk management practices. Banks 
have adopted better risk management techniques and have benefited from greater 
geographic diversification. Nonetheless, risks remain, including the growing impor- 
tance of operating, strategic, and reputation risk as banking companies adapt to 
change by using technology, different products or strategies, or more complicated 
business structures. 

Second, we continue to adapt supervision to the changes in banking. Among the 
most important strategies we employ to maximize the effectiveness of our examina- 
tion and supervision program is our risk-focused approach to supervision, which is 
designed to address change. That risk-based approach has enabled us to turn in- 
creasing attention to operating, strategic, and reputation risk. 

The approach that the U.S bank regulators have taken to the effort to reform 
international bank capital standards, known as Basel II, provides a distinct example 
of how we are adapting to change. While we recognize that we can improve capital 
regulation to take into account changes in banking and risk management, we have 
advocated proceeding with appropriate caution. In my statement today, I will dis- 
cuss the proposed capital reform and the commitment I have made that any reforms 
of the regulatory capital rules will be adopted in a prudent, deliberate fashion. 

The Condition of the National Banking System 

The OCC supervises federally chartered national banks and federally licensed 
branches of foreign banks. As of year-end 2003, the national banking system con- 
sisted of approximately 2,100 banks (26 percent of all commercial banks). Of these, 
2001 were FDIC-insured banks, holding total assets of $4.3 trillion. The rest were 
uninsured bank and trust companies. The OCC also supervises 53 Federal branches 
of foreign banks. While the number of national banks has declined for nearly two 
decades, and the assets of the system have steadily increased over the same period, 
the national bank share of total system assets has remained roughly constant, and 
now stands at 56.5 percent. The national banking system includes many of the larg- 
est banks by asset size, but community national banks are by far the most numer- 
ous in the system. 
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Financial Performance 

The financial performance and condition of the hanking system is strong. Earn- 
ings have remained at historically high levels for a decade. Until 2002, aggregate 
net income for national banks had never exceeded $12.5 billion in a quarter, and 
the industry’s average return on assets had never exceeded 11.5 percent, at least 
not since the quarterly reporting began in 1984. But since the beginning of 2002, 
national banks have exceeded both earnings milestones in every quarter but one. 
In 2003, national banks set new records for both return on equity and return on 
assets. Although the slow economy led to weakness in some areas, including busi- 
ness lending, the contractions in these areas were more than offset by growth else- 
where. 

National bank ROE at record high 
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Total loans held by banks continued to expand throughout the recent economic 
cycle, growing by 7.8 percent in 2002 and 7.6 percent in 2003. In contrast, starting 
with the recession of 1990-1991, total loans held by national banks fell for 10 con- 
secutive quarters. Where the earlier recession affected all sectors of the economy, 
the recent recession was concentrated more extensively in the business sector, in 
part due to the fallout from the tech/telecomm bubble in the late 1990’s. This caused 
a sharp fall in the demand for business loans, particularly at large banks. 

The reduction in corporate lending by banks also was due to the competitiveness 
of corporate bond issuance due to low interest rates. Many large and even medium- 
size firms have been able to access the bond market at very low rates throughout 
this economic slowdown, which has further reduced the demand for larger commer- 
cial loans. This has affected especially the lending activity at the largest banks, be- 
cause they tend to have potential business customers who have greater access to 
other financial options. Community banks, in contrast, taking advantage of their 
knowledge of local markets and business needs, have maintained their business 
lending throughout this cycle, with increases reported in their commercial and in- 
dustrial (C&I) and commercial real estate loan books. 

Loan growth continued throughout this recession 
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The mortgage and consumer sectors have been a strong source of loan growth for 
national banks. Residential real estate loans held by national banks rose at an an- 
nual rate of about 20 percent in both 2002 and 2003. Within this broad category, 
home equity lending has grown particularly fast, rising by 21 percent in 2001, 38 
percent in 2002, and 37 percent in 2003. Throughout this cycle, consumers have 
taken advantage of declining mortgage rates to extract funds from the increased 
value of their homes. Some of these funds from the refinancing and home equity 
loan activity have been used, however, to pay off higher interest credit card and in- 
stallment debt. 

The low interest rate environment has been a plus and minus for banks. Smaller 
banks with their greater reliance on retail funding have seen steady erosion in their 
net interest margins. By contrast, the largest banks, which rely more on wholesale 
funding, until recently experienced relatively high net interest margins. As of De- 
cember 2003, the net interest margin for banks in all asset size groups has fallen 
below their historic averages. Despite the decline in margins, banks have reported 
continued growth in net interest income due to the strong expansion in household 
lending. As long as margins remain compressed, however, this growth in income is 
vulnerable if the volume of activity in the consumer markets falls. 

The low interest rate environment also raises concerns about the extent to which 
banks may be taking on interest rate risk in an effort to maintain their interest in- 
come. Effective management of this risk will be important for banks in all asset size 
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groups as the economy recovers, which is often accompanied by an increase in inter- 
est rates. We have alerted national banks to our concerns on this score and provided 
advice on approaches on how best to address this “low rate set-up.” 

Deposits have continued to flow into banks, especially large banks, as might be 
expected when low interest rates hold down returns on alternative money market 
instruments. Deposits at national banks grew at 6.0 percent in 2001, 7.6 percent 
in 2002, and 8.6 percent (year-over-year) in 2003. The increase in deposits has 
fueled growth in bank assets. The assets of national banks grew 9.8 percent in 2003 
(year-over-year), as compared to a 0.1 percent decline reported at this point of the 
recovery from the last recession. Nevertheless, we believe banks must be vigilant 
in their assessment of the potential sensitivity of their sources of funds to changes 
in the economic environment or, in some cases, the bank’s own performance. The 
high level of liquidity in the banking system could be reduced rapidly if the relative 
yield on alternative investments increased sharply or if banks failed to maintain 
certain performance levels required to retain some sources of funds. 

Noncurrent loans remained well below level 
of early 90s 
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While credit quality deterioration is typically an issue during recessions, the most 
recent experience for national banks was much better than during the previous re- 
cession. This may well reflect national banks’ response to cautions issued by the 
OCC to bankers in the late 1990’s to be vigilant about their underwriting standards. 
The noncurrent loan ratio for national banks (loans at least 190-days past due plus 
nonaccruals) reached a peak of 4.4 percent in 1991Q2; in contrast, at the peak in 
this economic cycle, reported in 2002Q2, the noncurrent ratio was 1.6 percent. For 
large banks (over $1 billion in assets), the noncurrent loan ratio has now declined 
to 1.3 percent, near prerecession levels. Smaller banks (under $1 billion in assets) 
were not as affected by the stresses in the nonfinancial corporate markets and thus 
experienced only a modest decline in credit quality during the recession. And while 
credit quality appears to be improving for the banking industry, the OCC continues 
to watch developments in areas that remain vulnerable, such as small business 
lending and certain real estate markets and property types. 

The data on bank failures and new entrants to the commercial banking system 
also reflects a dynamic and healthy banking system. In 2003, two banks failed — one 
national and one State bank. By contrast, 100 commercial banks — including 33 na- 
tional banks and 67 state banks — failed in 1992, the first year of recovery after the 
1990-1991 recession. The commercial banking system also had 111 new entrants in 
2003; this compares to 40 new banks in 1992. 
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While the national banking system has displayed strong performance, even during 
the recent recession, history teaches us that we cannot know for certain what lies 
ahead, and banks’ capital provides important protection against that uncertainty. 
National banks remain well-capitalized and rest on a much firmer capital base than 
they did more than a decade ago. In 1990, for example, 6.3 percent of banks had 
risk-based capital ratios below 8 percent, which we would now consider under- 
capitalized, and 18.3 percent were below 10 percent. Today, all national wholesale 
banks, with the exception of a few small banks under special supervision, have risk- 
based capital ratios above 8 percent, and more than 90 percent of national banks 
have risk-based capital ratios above 10 percent. 

Continued, Gradual Change in Bank Strategies 

Like other businesses, banks adjust their strategies in response to the lasting 
changes in their business environments. Over past decades, bank business strate- 
gies in the United States have evolved in response to changes in household financial 
practices, advances in financial knowledge and information and communication 
technology, and the relaxation of constraints against interstate banking and allow- 
able bank activities. Since such changes are gradual, they are sometimes hard to 
recognize. Nonetheless, they result in real changes in the nature of the business. 

For example, one change is an increase in the relative emphasis on lending to 
households, especially among the large banks. Over the last 20 years, large banks 
have moved increasingly into retail lending to take advantage of cost-saving tech- 
nologies and geographic diversification in a period of strong growth in the demand 
for retail products. In 1984, 30 percent of aggregate commercial bank loans were 
to households — residential mortgages, and loans to individuals. By 2003, that ratio 
had risen to 46 percent. The increased emphasis on retail lending has been particu- 
larly pronounced in the largest banks. Among the largest 10 banks, the retail por- 
tion of bank loan portfolios has increased from 22 percent to 55 percent over the 
last two decades. 

Retail loan share growing 
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Another strategic change in banking is the improvement in financial risk manage- 
ment — the tools, products, and processes. Since the last business cycle, banks have 
made substantial investments in this area. A fundamental shift in approach is oc- 
curring, from viewing risk on a transaction-by-transaction basis to a more holistic, 
portfolio view. Advances in technology have enabled banks to harness information 
to manage more proactively the risks in their portfolios. These include more sophis- 




59 


ticated models to help banks underwrite and manage their credit risks and to con- 
duct scenario analyses of their interest rate and liquidity risks. 

Concurrent with the adoption of these enhanced tools has been the development 
of independent risk management units with responsibility for enterprise-wide risks. 
These units, which typically reside at the highest level of the corporation, oversee 
portfolio risk, balance the risks and rewards of new business strategies and initia- 
tives, and ensure that business units and the bank as a whole comply with estab- 
lished risk tolerances and limits. 

Risk management also has benefited from the broader array of products and tools 
that banks can use to adjust and manage their risk profiles. These tools help to fos- 
ter deeper and broader financial markets and ultimately help to allocate risks to 
participants in accordance with their risk appetite and performance objectives. For 
example, banks have been particularly successful in reducing their exposures to 
credit concentrations. The growth of the syndicated loan market has enabled banks 
to more broadly distribute credit exposures within the U.S. banking system, as well 
as to foreign banking organizations and nonbanks. Similarly, the expanding asset 
securitization market has provided banks with another avenue to manage con- 
centration risks and to diversify their funding sources and to provide greater access 
to underserved markets. 

The growth in the derivatives markets has provided banks with additional tools 
to manage their credit and interest rate risk exposures. Derivatives are also a valu- 
able risk management product to help banks’ institutional customers manage a 
broad array of risks arising from common business activities such as securing long- 
term funding or protecting the value of importing or exporting commercial goods. 
Banks’ increased participation in residential real estate lending is one example of 
how derivatives have enabled banks to expand their product offerings while man- 
aging their risk profiles. Although residential real estate lending is typically associ- 
ated with low credit risk as a consequence of diversification, solid collateral, and the 
borrower’s vested interest, it can represent high exposure to interest rate risk. With 
the advent of products to hedge interest rate risk, such as interest rate swaps and 
options, banks have been able to expand their lending in this area while managing 
the risk of potential shifts in interest rates. In the absence of effective mechanisms 
to hedge such risks, it is unlikely banks would have been able to participate as ac- 
tively in the growth of this sector. 

Growing Importance of Operating, Strategic, and Reputation Risk 

Notwithstanding the strong financial performance and condition of the banking 
industry, and improvements in the management of key financial risks, critical chal- 
lenges remain. Chief among these is the need for banks to avoid missteps, abuses, 
or perceptions that could undermine the confidence and trust of their customers or 
financial markets. Recent events have demonstrated that bank soundness is much 
more than just a function of financial strength and that the risks facing the banking 
industry extend beyond the financial risks — credit, liquidity, and interest rate 
risks — that have traditionally been the focus of bankers and regulators. Increas- 
ingly, bankers must be cognizant of and control the operational, strategic, and rep- 
utation risks posed by their activities and how their activities will be perceived by 
the markets and their customers. A thorough evaluation of those risks and their po- 
tential impact on a bank’s longer-term strategic direction and its relations with its 
customers is paramount and must override pressures from management, analysts, 
or shareholders to increase short-term earnings at the expense of fundamental con- 
trols and safeguards. 

Many of the recently publicized problems facing the industry have stemmed from 
breakdowns in key governance and control areas: Insufficient oversight and due dili- 
gence in reviewing or considering complex financial transactions or new product 
lines; lapses in security controls and the safeguarding of customer information; over- 
reliance on third parties for critical services or product generation; and failure to 
adhere to sound internal audit and control procedures and processes. These break- 
downs are not limited to banks of a specific size, market or product niche. Commu- 
nity banks have suffered losses stemming from over-reliance on loans, investments, 
and services purchased from third-party vendors — often in an effort to augment oth- 
erwise lackluster loan demand. Several large banks have faced significant questions 
about their dealing with customers and alleged improper oversight and management 
of key product lines. 

Keeping Pace with Change in the National Banking System 

Change is a consistent theme in the operation — and the supervision — of the na- 
tional banking system today. National banks must evolve their businesses if they 
are to remain competitive in today’s financial services markets. At the same time. 



60 


the OCC must adjust its supervisory and regulatory approaches in order to ensure 
that national banks can avail themselves of all of the attributes of their charter 
safely and soundly. Among the most important strategies we have developed to 
maximize the effectiveness of our examination and supervisory program is our risk- 
focused approach to supervision. 

The OCC’s Risk-Focused Approach to National Bank Supervision 

OCC’s supervision by risk approach dates back more than 10 years and involves 
supervisory policies and processes that tailor our oversight to the key characteristics 
of each bank, including asset size, products offered, markets in which it competes, 
and the board’s and management’s tolerance for risk. This process provides an effec- 
tive means for the OCC to allocate our supervisory resources and to better commu- 
nicate to senior bank management the areas where they may need to correct 
problems before they become entrenched. 

Risk-based supervision begins with an assessment of a banking organization’s ex- 
isting and emerging risks, and management’s efforts to manage and control those 
risks, in nine specified risk areas: Credit, liquidity, interest rate, price, foreign ex- 
change, transaction, compliance, strategic, and reputation. Based on that assess- 
ment, the OCC examiner-in-charge or portfolio manager will develop and implement 
a detailed, supervisory strategy for the bank, based on its risk profile and the com- 
plexity of its lines of businesses. Examiners identify areas of highest risk, assess 
what management is doing to address those risks, and communicate regularly with 
management to indicate where additional management actions are needed. In per- 
forming this evaluation, OCC examiners consider not only the activities of the bank 
and its operating subsidiaries, but also how the bank’s risk profile is affected by the 
activities of other subsidiaries and affiliates. 

Our assessment of the integrity and effectiveness of a bank’s risk management 
systems includes appropriate validation through transaction testing. If this produces 
concerns, we will “drill down” to test additional transactions. And if this reveals 
problems, we have a variety of tools with which to respond, ranging from informal 
supervisory actions directing corrective measures, to formal enforcement actions, to 
referrals to other regulators or law enforcement. The examination procedures imple- 
menting OCC’s supervision by risk program are documented in the Comptroller’s 
Handbook. 

Supervision by risk provides an effective way to supervise banks in the current 
rapidly changing environment. It also allows us to apply a consistent supervisory 
methodology across an increasingly diverse group of banks and bank activities. Be- 
cause the design of this approach requires that we customize an examination based 
on a bank’s underlying risk characteristics, it allows us to more effectively direct 
OCC resources to the banks or activities within banks exhibiting the greatest risk. 

In response to the growing divergence in the complexity and scope of operations 
between large and small banks, we have divided our day-to-day supervisory oper- 
ations into two lines of businesses — our Community and Mid-size Bank program 
and our Large Bank program. 

Our Community/Mid-size Bank line of business oversees over 2,000 national 
banks and Federal branches and agencies through our network of district, field, and 
satellite offices. When examining this population of banks, examiners use a core set 
of examination procedures to draw conclusions about the magnitude of risk and the 
adequacy of the risk management system for each of the nine areas of risk. Even 
in low-risk banks, we sample, verify, and test the bank’s policies, procedures, and 
systems. When risks are elevated; when activities, products, and services are more 
complex or present greater financial or compliance risks; or when issues or problems 
emerge, examiners will expand the scope of their supervisory activities using more 
detailed guidance found in topical booklets of the Comptroller’s Handbook series. 
Periodic monitoring of community banks, another key element of the supervisory 
process, is also designed to identify changes in the bank’s condition and risk profile, 
including new products or services, and to assess bank corrective action on out- 
standing supervisory concerns between formal onsite examinations. This quarterly 
monitoring process allows examiners to identify significant changes in the risk pro- 
file of the banks they supervise on a timely basis. 

Our Large Bank program focuses on the 24 largest national banks. The super- 
vision of each large bank, overseen out of our headquarters office, is staffed by a 
resident examiner-in-charge and a team of examiners and specialists in areas such 
as commercial and retail credit, capital markets, bank technology, asset manage- 
ment, and compliance. These examiners and specialists track the quantity and qual- 
ity of risk management in real time so that our assessments are forward-looking, 
as well as historical. This program allows the OCC to develop a more thorough 
knowledge of the bank than is possible through the traditional regime of periodic. 
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discrete examinations. Over the years, we have also developed, tested, and refined 
this supervisory approach expressly to address the special financial and compliance 
challenges posed by bigger, more complex, and globally positioned banks. We are 
confident that this approach will be effective to supervise the “mega-banks,” those 
with assets of a trillion dollars or more, which are forming as a result of recent ac- 
quisition activity in the industry. 

Today’s national banking system operates not just nationally, but globally. Our 
large banks all have operations or a presence overseas. The expansion of our large 
banks’ operations across various legal entities and geographic boundaries puts an 
increased premium on coordinating our supervisory responsibilities with other do- 
mestic and foreign regulators. Domestically, we and the other banking agencies 
build upon each other’s supervisory reviews and databases. We routinely share re- 
ports of examination and other agency-institution communications and provide each 
other with access to our organizations’ structure, financial, and supervisory informa- 
tion. To help facilitate and coordinate our supervision of large, complex institutions, 
we share information on proposed examination and supervisory activities for the 
coming year and coordinate the planning and execution of those activities. When ap- 
propriate, we hold joint meetings with institutions involving matters of mutual 
interest and may conduct coordinated reviews or examinations where a business ac- 
tivity is conducted across legal entities. Our London office provides us with exam- 
iner expertise to interact with foreign supervisors and provides a platform to exam- 
ine national bank branches overseas. Our London examiner staff provides a critical 
network to deal with home/host country issues, information sharing issues, and 
outsourcing issues. We also participate in the Foreign Banking Organization pro- 
gram (along with the Federal Reserve Board) to examine and supervise Federal 
branches and agencies in the United States. 

We also are deeply involved in the development of international bank supervision 
policy through our participation in the Basel Committee on Banking Supervision 
and in the Joint Forum, which is an international group of banking, securities, and 
insurance supervisors; through our regular dialogue with foreign banking regu- 
lators; and through our international and technical assistance programs that pro- 
vide training and internship opportunities to bank supervisors. In fact, not long ago 
we detailed to the Treasury Department four experienced examiners who are now 
working in Iraq. 

To help meet the challenges of an ever more complex banking industry, our resi- 
dent and field examiners and specialists are supported by a team of policy special- 
ists, analysts, accountants, and economists in our headquarters office who monitor 
industry, market and economic trends, provide technical expertise, and develop ana- 
l3dical tools and models to support our examination functions. For example, our “Ca- 
nary” system monitors and identifies banks that may have high or increasing levels 
of credit, liquidity, or interest rate risks. Our credit risk and economics staffs have 
developed various analytical tools that assist examiners to identify portfolio or in- 
dustry concentrations where risk may be increasing for more in-depth investigation. 
Our Risk Analysis unit — staffed by Ph.D. economists — provides on-site technical as- 
sistance to our resident staff in evaluating banks’ quantitative risk models and 
measurement systems. Our National Risk Committee serves as a coordinating body 
to gather and disseminate information from throughout the OCC and the financial 
markets on emerging risk issues and advises me and the OCC’s Executive Com- 
mittee on a quarterly basis of emerging issues and potential policy and supervisory 
responses. 

Our combination of continuous on-site supervision, with the “ground level” intel- 
ligence it provides on each individual bank’s activities and strategies, coupled with 
our broader, systemic risk analyses, allows us to quickly adjust our supervisory 
strategies to emerging risks and issues that may arise at individual institutions, 
within business segments or across the industry as a whole. It also allows us to le- 
verage the diverse skill sets that are needed to supervise our most complex institu- 
tions effectively. 

Response to the Growing Importance of Operating, Strategic, and Reputation Risk 

To address the growing importance of these nonfinancial risks, we have taken a 
number of steps to strengthen our supervision and oversight in the critical areas 
of audit and corporate governance. In April 2003, we issued an updated examination 
booklet on Internal and External Audits. This booklet sets forth our expectations 
that well-planned, properly structured, and independent auditing programs are es- 
sential to effective risk management and internal control systems. The revised book- 
let incorporates issues related to recent events related to audit programs, including 
the independence provisions of the Sarbanes-Oxley Act and the implementing rules 
and regulations of the Securities and Exchange Commission. 
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We have also updated our booklet, “Detecting Red Flags in Board Reports — Guide 
for Directors.” This guide provides a bank’s board of directors with an overview of 
information generally found in board reports and highlights various “red flags” — ra- 
tios or trends — that may signal existing or potential problems. 

In response to the continued evolution of banking products and structures, the 
OCC’s Committee on Bank Supervision has recently directed the formation of an in- 
ternal group within the OCC to oversee and evaluate how new banking products 
and structures may affect our supervisory activities. This review committee will 
function similar to the new product review committees found at some of our larger 
institutions. The committee will have membership from our various supervisory op- 
erations, risk, legal, and information technology units. 

We have also taken steps with the other U.S. banking agencies in the areas of 
audit and corporate governance. For example, in August 2003, the agencies issued 
final joint rules that strengthen their authorities to take disciplinary actions against 
independent public accountants and accounting firms that perform audit and attes- 
tation services required by Section 36 of the Federal Deposit Insurance Act. The 
rules establish procedures under which the agencies can, for good cause, remove, 
suspend, or bar an accountant or firm from performing audit and attestation serv- 
ices for insured depository institutions witb assets of $500 million or more. In 
March 2003, the agencies issued an updated “Interagency Policy Statement on the 
Internal Audit Function and Its Outsourcing” to reflect provisions of the Sarbanes- 
Oxley Act and SEC rules regarding auditor independence. The revised policy state- 
ment also provides enhanced discussion of the responsibilities of a bank’s board of 
directors and senior management with respect to internal audit and reiterates the 
need for banks to maintain strong systems of internal controls and high quality in- 
ternal audit programs. 

More recently, the OCC has worked with the Federal Reserve Board and the Se- 
curities and Exchange Commission to develop an interagency statement on sound 
practices for conducting complex structured finance activities. These activities gen- 
erally involve the structuring of cash flows and the allocation of risk among bor- 
rowers and investors to meet the specific objectives of the customer in more efficient 
ways. They often involve professionals from multiple disciplines within a financial 
institution and may be associated with the creation or use of one or more special 
purpose entities designed to address the economic, legal, tax, or accounting objec- 
tives of the customer. In the vast majority of cases, structured finance products and 
the roles played by financial institutions with respect to these products have served 
the le^timate business purposes of customers, and these products have become an 
essential part of U.S. and international capital markets. A limited number of com- 
plex transactions appear to have been used to alter the appearance of a customer’s 
public financial statements in ways that are not consistent with the economic reality 
of the transaction, or to inappropriately reduce a customer’s tax liability. 

The interagency statement, which we expect to soon publish in the Federal Reg- 
ister for comment, describes the types of internal controls and risk management pro- 
cedures that can assist financial institutions to identify and address the reputation, 
legal and other risks associated with complex structured transactions. The state- 
ment, among other things, provides that financial institutions should have effective 
policies and procedures in place to identify those complex structured finance trans- 
actions that may involve heightened reputation and legal risk, to ensure that these 
transactions receive enhanced scrutiny by the institution, and to ensure that the in- 
stitution does not participate in illegal or inappropriate transactions. The statement 
also emphasizes the critical role of an institution’s board of directors and senior 
management in establishing a corporate-wide culture that fosters integrity, compli- 
ance with the law, and overall good business ethics. 

While regulatory and supervisory initiatives such as these are important to help 
banks manage operational, strategic, and reputation risks, it is incumbent on the 
banking industry to assume primary responsibility for its own conduct in these 
areas. In a speech last year before the American Bankers Association, where I dis- 
cussed the issues of fair dealing and treatment of customers, I stressed that the ulti- 
mate protection for banks is to instill in all employees a dedication to the highest 
standards of fairness and ethical dealing; to make clear to employees that no loan, 
no customer, no profit opportunity is worth compromising those standards; and to 
take swift and decisive action where those standards are violated. The OCC is com- 
mitted to be vigilant in this area and has and will continue to take responsive action 
when we discover abuses or weaknesses. I expect bankers to do the same. 

Basel II Developments 

Because national banks have international as well as domestic operations, the 
OCC must — and we do — become involved in the development of approaches to bank 
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supervision at the international level. Currently, the most significant of these ap- 
proaches is the ongoing effort to revise the 1988 Basel Capital Accord. Let me just 
briefly provide you a status report on this effort. There have been a number of arti- 
cles in the press in recent weeks about positions that U.S. regulators, and the OCC 
in particular, may be taking that I believe warrant some clarification and amplifi- 
cation. 

First, let me stress that my U.S. colleagues and I share an overarching goal that 
Basel II be implemented in a manner that is entirely consistent with the safety and 
soundness and continued competitive strength of the U.S. banking system. 

As I have said, banks’ current financial and capital positions are strong, but as 
the industry continues to evolve, so does its risk profile. Recognizing and adapting 
to changing risk profiles and changing risk management practices is critical to 
maintaining those strengths. These observations inform our approach to negotia- 
tions in the Basel Committee on Banking Supervision regarding Basel II. However, 
while we recognize that we can and should improve capital regulation to take into 
account changes in banking and risk management, a basic tenet in our negotiations 
over reform of the international capital standards is to do no harm. U.S. banks are 
world leaders in many aspects of banking — credit cards and securitizations, for ex- 
ample — and we must assure that these important markets are not disrupted or im- 
paired in the name of achieving international conformity in capital rules. In view 
of the fundamental strength and resilience of the U.S. financial system, we believe 
that reforms to our regulatory and supervisory structure must be adopted in a pru- 
dent, reflective fashion. 

Thus we are fully committed to three things: First, an open rulemaking process 
in which comments are invited and considered, good suggestions are heeded, and 
legitimate concerns are addressed; second, a reliable quantitative analysis in which 
we can assess the likely impact of Basel II on the capital of our banks prior to its 
adoption; and third, a prudent implementation in which we make well-reasoned and 
well-understood changes to bank capital requirements and incorporate in those 
changes appropriate conservatism. In this regard, I welcome the questions and 
issues that Members of this Committee and its staff have raised about this impor- 
tant project and I have repeatedly stressed to the Basel Committee the important 
role that Congressional oversight plays in our deliberative process. 

The U.S. agencies’ insistence on a thorough and rigorous deliberative process al- 
ready has resulted in important modifications to the Basel II proposals. One of the 
most significant of these issues — and one that U.S. banks were virtually unanimous 
in criticizing in response to the Basel Committee’s third consultative paper (CP-3) — 
involved the fundamental question of what losses capital requirements should be de- 
signed to cover. CP-3 would have calibrated capital to ensure coverage of both ex- 
pected losses (EL) plus unexpected losses (UL). However, banks in the United States 
today generally measure and manage their internal economic capital allocations by 
reference to UL only, and most banks consider EL to be covered by a combination 
of reserves and credit pricing. As we examined this issue, we became convinced not 
only that the banks were conceptually correct in their arguments, but that retaining 
the EL plus UL calibration would have severe ramifications — not the least of which 
might be to seriously jeopardize the industry’s acceptance of Basel II framework as 
being a conceptually sound framework. While many on the Basel Committee re- 
sisted this initially, the Committee ultimately put forth a new proposal in October 
to modify the calibration of Basel II to UL only. This modification was strongly en- 
dorsed by industry participants and has now been agreed to by the Committee. 

The Committee announced several other important modifications to CP-3 in Jan- 
uary that are responsive to numerous comments we received on CP-3 and the U.S. 
agencies’ advanced notice of proposed rulemaking (ANPR) that was issued last Au- 
gust. These modifications include simplifying the proposed treatment for securi- 
tizations and aligning it more closely to industry practice and an agreement to find 
a prudentially sound solution that better recognizes credit mitigation techniques 
used by the industry. Other issues are still under discussion by the Committee’s 
various technical working groups and are scheduled to be considered by the Com- 
mittee at its meeting in May. 

Probably the most difficult policy issue remaining involves the appropriate risk- 
based capital treatment of certain retail credit products — unused credit card lines 
in particular. This issue is critically important for national banks and for the cost 
and availability of consumer credit. It is also an area in which consensus has been 
hard to come by. Given the prominence of the retail lending business for U.S. banks, 
and for national banks in particular, there is little room for substantive compromise, 
and the OCC will not accept provisions that are likely to unduly disrupt or dis- 
advantage established, well-functioning business practices. We believe that this 
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issue will be resolved in a manner that appropriately addresses safety and sound- 
ness objectives without altering legitimate business practices. 

Notwithstanding the difficulty of these issues, the Committee’s goal is to be in a 
position by mid-year to release a text that will provide the basis for each country’s 
national implementation process. Let me reiterate that point: The release of the 
next round of proposals does not represent a final agreement or accord; rather, it 
is the platform from which we will launch our more in-depth domestic deliberative 
process. In the United States, that process will have several key steps. 

First, the U.S. agencies will conduct a fourth quantitative impact study (QIS 4) 
in the third and fourth quarters of this year. This study will be based on the Com- 
mittee’s mid-year release and will differ in some important aspects from the Basel 
Committee’s earlier quantitative studies. QIS^ will not only be conducted against 
the background of a more fully articulated proposal, but will also include a more 
prominent supervisory role to ensure greater reliability and consistency in survey 
results than has occurred in the past. We continue to believe that we cannot respon- 
sibly adopt final rules implementing Basel II until we have both determined with 
a high degree of reliability what the impact will be on the capital of our banks, and 
we have made the judgment that the impact is acceptable and conducive to the 
maintenance of a safe and sound banking system in the United States. We believe 
the results of QIS 4 will be more useful than any data we currently have in deter- 
mining the magnitude of the impact of Basel II on hank capital and potential com- 
petitive inequities, as well as determining ultimately what to do about them. 

Second, in another effort to increase our practical understanding of the effects of 
Basel, the U.S. agencies have commenced an operational risk benchmarking review 
at a number of the largest institutions. Information obtained through this effort will 
enhance agency understanding of current qualitative and quantitative operational 
risk practices and will assist agency efforts to develop additional supervisory guid- 
ance and training materials for banks and examiners on the operational risk compo- 
nent of Basel II. Throughout this period we will continue our dialogue with hanks 
and other interested stakeholders on various issues that Basel II may raise. 

Those projects and discussions will help us in the third key step in Basel imple- 
mentation, developing a joint notice of proposed rulemaking (NPR) that will set 
forth the proposed regulatory text for Basel II in the United States. Currently we 
anticipate that such an NPR will be released for public comment in late 2005 or 
early 2006. At the OCC, we have made a preliminary determination that this rule- 
making will be a “significant regulatory action” for purposes of Executive Order 
12866. Consequently, we will prepare and submit to the Office of Management and 
Budget’s (0MB) Office of Information and Regulatory Affairs (OIRA) an economic 
analysis that includes: 

• a description of the need for the rules and an explanation of how they will meet 
the need; an assessment of the benefits anticipated from the rules together with, 
to the extent feasible, a quantification of those benefits; 

• an assessment of the costs anticipated from the rules together with, to the extent 
feasible, a quantification of those costs; and 

• an assessment of potentially effective and reasonably feasible alternatives to the 
planned regulation and an explanation why the planned regulatory action is pref- 
erable to the identified potential alternatives. 

We have begun discussions with the OMB’s OIRA regarding how these analyses 
will be designed and conducted. Our analysis will be published as part of our notice 
and comment process. 

Finally, as the rulemaking process for the domestic implementation of Basel II 
moves forward, we and the other U.S. agencies are exploring the implications that 
Basel II may have on nonmandatory hanks and what, if any changes we should 
make to our capital regulations for those banks. Any such changes will, of course, 
be subject to public notice and comment. 

As my testimony conveys, while we have made important strides in trying to de- 
velop a more risk-sensitive capital framework for internationally active banks, there 
is still a long way to go before Basel II is completed and adopted. As I have repeat- 
edly stated before Congress and in the Basel Committee, a new accord cannot be 
completely finalized until national implementation procedures have been completed 
and I am committed to a notice and comment process that is open and fair and re- 
sponsive to public comments. The OCC and other U.S. agencies have recognized the 
possibility that, even in the late stages, public comments might reveal flaws in the 
proposal that will need to be addressed before we can issue final implementing regu- 
lations. The OCC’s ultimate willingness to sign onto Basel II is going to depend on 
whether we are satisfied with the final product. 
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Conclusion 

In conclusion, Mr. Chairman, the national banking system is sound, and its recent 
performance has been strong. It has successfully weathered the recent recession, 
and it is responding in dynamic fashion to the changes in the financial services mar- 
ketplace. The OCC, too, is keenly focused on keeping pace with change — by improv- 
ing the approaches we use to supervise the industry, and by striving to ensure that 
national banks remain the safe and sound, competitive, and high integrity engines 
of our economy that they were designed to be. We look forward to working produc- 
tively with you, with the Members of this Committee, and with State officials as 
we pursue our efforts to achieve that goal. 


PREPARED STATEMENT OF DONALD E. POWELL 

Chairman, Federal Deposit Insurance Corporation 
April 20, 2004 

Mr. Chairman, Senator Sarbanes, and Members of the Committee, thank you for 
the opportunity to testify on behalf of the Federal Deposit Insurance Corporation 
regarding the condition of FDIC-insured institutions and the deposit insurance 
funds. My testimony will briefly review the recent record earnings and outstanding 
financial performance of FDIC-insured institutions and the condition of the deposit 
insurance funds, touch upon potential risks to the industry, and discuss the implica- 
tions of industry consolidation and some related questions that we believe will drive 
discussions among banking policymakers going forward. 

Condition of FDIC-insured Institutions and the FDIC Insurance Funds 

I am pleased to report that FDIC-insured institutions are as healthy and sound 
as they have ever been. The industry earned a record $31.1 billion in the fourth 
quarter of 2003, marking the fourth quarter in a row that earnings set a new high. 
The results for the fourth quarter also brought the industry’s earnings for the full 
year to a record $120.6 billion, surpassing the previous annual record of $105.1 bil- 
lion set in 2002. The return on assets (ROA) in the fourth quarter and for the entire 
year was 1.38 percent, equaling the quarterly record set earlier in the year and eas- 
ily surpassing the previous all-time annual high of 1.30 percent in 2002. 

Underlying the current financial strength of the industry have been the cumu- 
lative effects of the 10-year economic expansion of the 1990’s and certain factors 
that tended to insulate banks from the most severe effects of the 2001 recession. 
Improvements in underwriting and risk management practices helped to limit the 
effect of credit losses on industry earnings during and after the recession. Mean- 
while, strong growth in mortgage loans, a steep yield curve, new sources of fee in- 
come and cost containment efforts by banks helped boost the net operating income 
of the industry. Record earnings 2 years in a row, record returns-on-assets, and a 
strong capital foundation are all indicators that banks not only weathered the re- 
cent economic downturn — but also have been a source of significant strength for the 
economy and for the American consumer. 

This strength is mirrored in the strength of the FDIC’s insurance funds. As of De- 
cember 31, 2003, the balance of $33.8 billion in the Bank Insurance Fund (BIF) rep- 
resented 1.32 percent of estimated BIF-insured deposits, well above the statutory 
target reserve ratio of 1.25 percent. The Savings Association Insurance Fund (SAIF) 
ratio stood at 1.37 percent at year-end 2003, with a balance of $12.2 billion. The 
BIF reserve ratio rose during 2003 as expected losses fell, while the SAIF reserve 
ratio remained essentially unchanged from year-end 2002. A combined BIF and 
SAIF fund would total $46 billion with a reserve ratio of 1.33 percent of estimated 
insured deposits. 

In November 2003, the FDIC Board of Directors voted to maintain the existing 
BIF and SAIF premium rate schedules for the first half of 2004. The FDIC’s anal- 
ysis indicates that it is unlikely the reserve ratio for either fund will fall below the 
statutory target of 1.25 percent in the near future. For example, with the BIF ratio 
at 1.32 percent, assuming no deposit growth, insurance losses on the order of $1.8 
billion would be required to drop the ratio to 1.25 percent. For insured deposit 
growth alone to reduce the ratio to this level, assuming no change in the BIF fund 
balance, growth of nearly 6 percent would be required. Neither BIF insurance losses 
nor BIF deposit growth has approached these magnitudes recently, and we do not 
foresee any combination of insurance losses and deposit growth that would drive the 
reserve ratio near 1.25 percent in the coming months, although these forces could 
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result in a decline from current ratios. As a result, we do not foresee a need for 
additional premium income at this time. 

As you are aware, the FDIC’s concerns about the deposit insurance system relate 
to the way it is structured. We cannot price deposit insurance based on risk, we can- 
not manage the fund’s size relative to our exposure, and we maintain two funds 
even though the historic rationale for doing so has gone away. There is broad agree- 
ment on the key elements of a deposit insurance reform package and the FDIC re- 
mains willing to work with this Committee to achieve reform as soon as possible. 

Potential Risks 

We cannot assume that the economic environment of the next decade will nec- 
essarily be as favorable to the industry as our recent experience. The world is 
changing in unprecedented ways and the FDIC continuously monitors economic con- 
ditions and emerging risks in the banking industry in order to maintain its 
preparedness. The primary vehicle for monitoring and addressing risk is the super- 
visory process, which has been enhanced significantly over the past decade. More- 
over, as the banking industry has become more sophisticated, the FDIC has created 
cutting edge risk management techniques to identify, measure, and manage risk to 
the insurance funds. The cornerstone of FDIC’s risk management philosophy and 
practice is an integrated, multidisciplinary approach that brings together econo- 
mists, examiners, financial analysts, and others to analyze and respond to risks in 
the system. 

Using this approach, the FDIC expects continued good performance for the bank- 
ing sector, based on the industry’s solid fundamentals and generally favorable eco- 
nomic conditions. The economy grew at a 6 percent annual rate during the last half 
of 2003 and is expected to grow at a 4 percent pace this year. 

Despite the generally positive recent economic news, our integrated analysis re- 
veals several trends that could pose difficulties for the banking industry and the 
FDIC in the future. The FDIC analyzes risks that are generally known to exist as 
well as risks that appear to have a low probability of occurring, but would have a 
high impact if they did. The intent of our analysis is to ensure we are capturing 
all risks that could affect the banking industry and the deposit insurance funds. 

It is important to recognize the volatility of financial markets and the potential 
for disturbances to spread throughout the system. In today’s interconnected finan- 
cial system, problems that initially appear to be localized could lead to a more wide- 
spread loss of confidence with a resulting impact on liquidity throughout the system. 
This issue bears watching to ensure that financial market disruptions do not 
produce significant banking problems going forward. The major actors in the finan- 
cial markets are large, well-diversified organizations that continue to grow. Later 
in my testimony, I will discuss the increasing shares of industry assets, deposits, 
and revenues held by just a few large banking organizations and the implications 
of this trend for the future of banking. 

Another area of concern is household balance sheets. The household sector has 
been the engine for banking growth through the 2001 recession and beyond, but 
sources of concern include the near record pace of personal bankruptcies — exceeding 
1.5 million in 2003 — and rising household indebtedness. Total household debt is at 
an historical high of 112 percent of disposable personal income. The lowest mortgage 
rates in more than a generation have prompted households to take out $1.4 trillion 
in new mortgage debt since the end of 2001. Household indebtedness also increased 
as a result of a market and technology-driven revolution in consumer lending that 
created a system with unprecedented access to credit and convenience in its use. 

Perhaps even more important than the absolute level of debt is the fact that the 
amount of money households must pay to keep debts current is increasing. This is 
occurring despite the prolonged period of low interest rates, which would normally 
be expected to lower debt service. Homeowners now use about 14 percent of dispos- 
able income to meet their major financial obligations, versus about 12 percent in 
1993. The increase in renters’ financial obligations is even more striking at about 
31 percent of disposable income versus about 24 percent in 1993. Escalating house- 
hold indebtedness raises concerns about the sustainability of the growth in 
consumer spending, especially when interest rates rise. A trail-off in consumer 
spending could also occur once the effects of the 2003 tax cut and 2003 mortgage 
refinancing boom run their course. 

Escalating household debt raises concerns about the sustainability of consumer 
spending and the ability of borrowers to meet obligations when interest rates rise. 
In particular, households that have a greater exposure to variable rate consumer 
loans and adjustable rate mortgages, and those with weaker credit histories and 
balance sheets, could experience some problems meeting their obligations. A related 
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concern is that rising interest rates could cause some stress in certain housing mar- 
kets, where prices have been more volatile than the rest of the Nation. 

However, this is uncharted territory. The commoditization of credit has created 
a much more sophisticated financial economy that may be able to tolerate higher 
and rising debt levels. Our concerns are tempered, however, by the strength of 
household assets and the strengthening joh and wage data we have seen in recent 
months. 

In particular, I am concerned that those at the margins of the credit system will 
be adversely affected. Households that have greater exposure to variable rate con- 
sumer loans and adjustable rate mortgages and those with weaker credit histories 
and balance sheets could experience some problems meeting their obligations. Often, 
these are consumers who lack a basic understanding of how money works in our 
society — and therefore lack the tools necessary to save and manage money. That is 
why I believe that promoting the financial education of our society’s unbanked seg- 
ment is one of the FDIC’s most important goals, and why the FDIC has developed 
the Money Smart financial literacy program. 

Since the rollout of Money Smart, FDIC has distributed more than 111,000 copies 
of the curriculum and trained over 5,000 instructors. Money Smart is currently 
available in English, Spanish, Chinese, Korean, and Vietnamese. The FDIC has 
taken the lead in establishing financial education partnerships with communities 
and hankers. The FDIC has entered into over 600 local Money Smart Alliances 
across the country, including national partnerships with the U.S. Department of 
Labor, the U.S. Department of Housing and Urban Development, the Association of 
Military Banks of America, Goodwill Industries International, the National Coali- 
tion for Asian Pacific American Community, and the Internal Revenue Service. Last 
year, for example, the FDIC’s work during the 2002 tax season with the “Back of 
the Yards” voluntary income tax assistance site in Chicago helped over 600 families 
file tax returns and receive $1.1 million in earned income tax credit refunds. Many 
of these families also opened their first bank accounts through this initiative. 

Another challenge facing banks is high concentrations in commercial real estate. 
As of the fourth quarter 2003, national vacancy rates for office, retail, and ware- 
house space stood at or near historic highs of 17.9 percent, 12.9 percent, and 10.5 
percent, respectively, and were even higher in some markets. Nevertheless, commer- 
cial real estate concentrations at banks are high and increasing. The national me- 
dian concentration of commercial real estate to capital is 164 percent, up from 92 
percent in 1993. Moreover, concentrations are particularly heavy in the West and 
Southeast. In our San Francisco and Atlanta Regions, the median commercial real 
estate concentrations are 327 percent and 284 percent, respectively. 

So far, poor commercial real estate fundamentals have not resulted in loan per- 
formance problems at banks — national charge off rates are helow 0.1 percent and 
the nonperforming ratio is 0.8 percent. Improved underwriting and regulatory re- 
quirements, increased public ownership and transparency of commercial real estate 
transactions, and low interest rates have all acted to buffer banks from commercial 
real estate losses. Despite the good performance to date, given the significant prob- 
lems that resulted from commercial real estate in the late 1980’s and early 1990’s, 
the FDIC has implemented enhanced commercial real estate monitoring programs, 
particularly in areas with very heavy concentrations. 

As with the household sector, there are concerns that some commercial real estate 
borrowers could be affected if debt service increases due to a rise in interest rates. 
On the other hand, rising interest rates are normally accompanied by resurgence 
in economic activity. For commercial real estate, that could mean an increase in po- 
tential renters and rental rates. Nevertheless, the high and rising “twin deficits” — 
national and trade debt — coupled with the ongoing fall of the dollar have raised 
some concerns about a dollar collapse. While a collapse seems unlikely, given foreign 
reliance on dollar holdings, among other factors, it could lead to a rise in rates with- 
out concurrent economic growth. 

Implications of Industry Consolidation 

The ongoing consolidation of the banking industry means that there are a few 
very large institutions that represent an increasingly significant share of the FDIC’s 
exposure. Once the recently announced mergers are complete, there will be three 
banking companies whose assets are in the range of $1 trillion each. Their combined 
assets will account for approximately 30 percent of the assets of FDIC-insured insti- 
tutions. The next four largest holding companies will have assets in the range of 
$200 to $400 billion, and they will account for another 13 percent of industry assets. 
The top 25 banking companies hold over one-half of industry assets, while the top 
100 hold almost three-quarters. 
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The largest banking institutions are global, highly diversified organizations. They 
are positioned well to absorb losses from local economic problems or idiosyncratic 
risks in any particular lines of business. The external risks posed to these firms are 
essentially macro risks — reflecting the same factors that could threaten the entire 
financial system. Thus, the major risk the deposit insurance system faces is the risk 
that the economy or the financial system would suffer extreme deterioration. 

In the absence of extreme economic or financial disruption, the risk from these 
companies arises from the challenges of managing such large, complex organiza- 
tions. Should these internal risks result in significant problems at a large bank, the 
situation could also pose risks to the system as a whole. This is why it is so impor- 
tant for owners, managers, and directors of these organizations to adhere to the 
standards of good corporate governance and risk management and for regulators to 
ensure that these standards are met. 

To enhance our understanding of the risks these institutions may pose, the FDIC 
has placed dedicated examiners in the eight largest institutions. These dedicated ex- 
aminers work closely with the resident examination staff of the primary Federal 
regulator. 

One question we face is whether the consolidation of the banking industry has 
gone too far or will go too far in the future. Or conversely, is the 10 percent deposit 
cap increasingly an impediment to the appropriate market evolution of the industry? 

First, I would note that the degree of consolidation is a relative notion. Compared 
to the industry 20 years ago, banking is certainly more consolidated. But compared 
to other industries or banking systems in other countries, it does not appear to be. 
We are not close to having a banking organization with branches in all 50 States. 
A standard measure of industry concentration is the market share of the top five 
firms in an industry. Table 1 provides this measure for major U.S. industries. As 
the table shows, banking is a relatively unconcentrated industry by this measure. 
In fact, banking is less concentrated than the table would indicate, since the table 
compares only publicly traded companies and less than 10 percent of banks and 
thrifts are publicly traded. 


Table 1 

Percentage of Market Value of Publicly Traded Firms Held by 
the Top 5 Firms 


Top 5 in 2002 
Market Value 


Telecommunication Services 77.5% 

Automobiles & Components 73.7% 

Securities 70.7% 

Software & Services 63.2% 

Energy 63.1% 

Pharmaceuticals & Biotechnology 63.1% 

Technology Hardware & Equipment 60.9% 

Insurance 54.6% 

Healthcare 43.1% 

Hotels Restaurants & Leisure 40.5% 

Commercial Banks and Savings Institutions 35.8% 

Transportation 28.2% 

Utilities 26.4% 


There appear to be several public policy reasons for the 10 percent deposit cap. 
One purpose of the cap is to protect bank customers from anticompetitive behavior 
that can result from a highly concentrated industry. This makes sense, but it is not 
clear why banks should be treated differently in this regard from other firms. The 
banking industry is highly competitive, and standard antitrust measures appear 
sufficient to ensure that it will continue to be competitive. 
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Another purpose for limiting banks to a 10 percent share of national deposits is 
to limit the concentration of risk that any one bank poses to the deposit insurance 
system and the financial system in general. As mentioned earlier, the most signifi- 
cant risk to these banks is the risk of severe economic disruption, and I would offer 
two observations here. The first is that during the past two decades the economy 
has experienced longer periods of expansion and a milder recession. This reflects: 
(1) the benefits of what has been called the free-market consensus; (2) the ability 
of a transformed financial system to absorb economic shocks; and (3) generally 
sound monetary and fiscal policies. So long as these factors remain in place, it 
seems reasonable to expect performance over the business cycle to be generally fa- 
vorable. 

Of course, we cannot rule out adverse scenarios. The question, then, is whether 
it matters under such scenarios if the assets of the industry are largely concentrated 
in a dozen or so banks or in just a handful. 

Putting aside risk stemming from the economy or overall financial system, the 
next question involves the risk posed by a single banking organization. The risk 
would seem to hinge on the tradeoff between the benefits of scale and diversification 
and the challenges of managing large complex organizations. The performance of 
large banks in recent years suggests the tradeoff has thus far been favorable. 

As we move forward, my sense is that regulators, policymakers, and market par- 
ticipants will be able to assess whether the tradeoff remains favorable. Put simply, 
if these banks show signs of becoming too-big-to-manage, I would expect the market 
to slow, if not reverse, the course of consolidation and regulators to impose stricter 
sanctions. Ultimately, if these measures are absent or ineffective, I would expect 
policymakers to step in. This approach seems to be a better gauge of the appropriate 
scale of banking organizations than does an arbitrary fixed cap. 

My bias is to let market forces determine the evolution of the banking industry. 
I believe this has served us well in the post-crisis period and I expect that it will 
continue to be the best way to ensure that banks are meeting the needs of house- 
holds and businesses. 

Having said that, it is apparent that continued consolidation will present chal- 
lenges to how the FDIC administers the deposit insurance system. The fact that our 
risk is increasingly concentrated in the largest banks has implications for how we 
assess risk, the appropriate way to fund deposit insurance, and the implications of 
problems at, or the failure of, a large bank. 

In terms of assessing risk, the FDIC obviously relies heavily on the efforts of the 
bank examiners and supervisors at the FDIC and our sister agencies. This has 
served us well and I expect it will continue to do so. From a purely financial point 
of view, however, it seems that the risk the FDIC faces is not that dissimilar from 
the risks that the market prices on a regular basis. As large banks evolve, the FDIC 
could look more to market instruments — like reinsurance contracts or catastrophe 
bonds — to help us assess our large-bank exposure. 

With respect to funding deposit insurance, one question that often arises (and in- 
deed did so the last time this panel appeared before this Committee) is whether the 
deposit insurance funds are adequate to handle the failure of a large bank. Some 
rough numbers may be helpful here. We have historical data on the losses per dollar 
of assets at failed banks. This loss rate has been lower for large banks than for 
smaller ones. The loss rate for larger hanks has been in the neighborhood of 5 to 
10 percent, although there are some caveats to note here. The first is that the larg- 
est failures involved banks in the range of $40 billion in assets — nothing approach- 
ing the size of the largest banks today. Second, this experience is largely from the 
period before prompt corrective action, least-cost resolution, and depositor pref- 
erence. With that in mind, assuming a loss rate of 5 percent, the failure of a $1 
trillion bank would cost $60 billion. This is just slightly more than the two deposit 
insurance funds combined. 

Of course, if a large bank were to fail, the question arises as to whether it should 
be handled under the systemic risk exception provided for in FDICIA. As you know, 
this provision requires that the FDIC Board, the Federal Reserve Board, and the 
Secretary of the Treasury be in agreement that the bank should be handled outside 
the bounds of the normal “least-cost” manner. I should stress that even if this judg- 
ment were made, it does not mean that shareholders and all creditors will be pro- 
tected from loss. 

Suppose that, in our example, the finding of systemic risk resulted in a loss rate 
that approached the higher end of the range mentioned above. A 10 percent loss 
rate would result in a cost of $100 billion. Congress in FDICIA made it clear that 
this additional $50 billion would be funded by an ex-post assessment on the banking 
industry and placed more heavily on the larger banks. 
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To put these amounts in perspective, FDIC-insured institutions earned $120 bil- 
lion last year and hold additional capital above the well-capitalized level in the 
amount of nearly $200 billion. This capital stands behind the funds and would be 
available to shield taxpayers in the event of a large failure. 

Related Questions for Polieymakers 

While we are certainly pleased with the current condition of the industry and the 
strength of the bank safety net, banking is in the midst of a profound trans- 
formation. The role of banks in the marketplace has changed in the past 20 years 
and this transformation continues apace. There are some concerns that banks’ share 
of the financial pie has been shrinking. While some have argued that banks are “di- 
nosaurs,” banks actually have been reforming their intermediary role in important 
ways that have propelled them to a more competitive position in the financial mar- 
ketplace. They now provide better products and services for their customers, and de- 
liver record earnings for their shareholders. Banking organizations remain a critical 
part of the modern flow of funds that has broadened the availability of credit in the 
U.S. economy. 

Nonetheless, while banking organizations have prospered, traditional banking — 
the combination of deposit-taking and commercial and industrial lending — has 
become a smaller part of the financial system and of banking organizations them- 
selves. Bank commercial and industrial lending has declined sharply relative to 
total lending, falling from about 25 percent of total nonfinancial business sector debt 
50 years ago to slightly more than 15 percent. Traditional business lending also 
makes up a smaller share of commercial banking’s loan portfolio. Operating loans 
to businesses now constitute less than a fourth of total commercial bank lending — 
down from 40 percent 20 years ago. Moreover, banks have lost ground in the com- 
petition for savers’ funds. Since 1980, the total value of money market, mutual fund, 
and deposit instruments in the United States grew from just under $2 trillion to 
some $11.6 trillion. During this time, the share of these instruments issued by 
money market funds and mutual funds increased from 7 percent to 55 percent, 
while the share issued by banks fell from 90 percent to 41 percent. 

Along with the consolidation trend, these developments raise some fundamental 
questions for policymakers that relate to safety-net arrangements as well as bank 
regulation and supervision. 

Federal deposit insurance was designed specifically to protect traditional bank 
intermediation. A continuing challenge is how best to protect the stability of the sys- 
tem as savers’ choices continue to expand and bank deposits become less important 
in the overall financial system. Federal deposit insurance works well for traditional 
community banks. For the largest banking organizations, as they increasingly en- 
gage in diverse, nontraditional activities, it makes sense to consider whether dif- 
ferent safety-net arrangements might be more suitable for this segment of the in- 
dustry. Since some aspects of our regulatory system already are tailored to recognize 
the differences between large and small institutions, we should consider the explicit 
creation of a two-tiered safety net that better addresses these differences. 

In many respects, we already have the makings of a two-tiered approach. First, 
large banks are supervised by teams of examiners who are in residence year-round 
while small banks are visited at regular intervals by either Federal or State regu- 
lators. Second, large banks are much more exposed to the discipline of the capital 
markets and the ratings agencies — both of which serve to assist regulators in gaug- 
ing the banks’ conditions. Third, current law permits a two-tiered system of pricing 
deposit insurance. Fourth, we are negotiating a capital accord, Basel II, which will 
result in a two-tiered system of capital regulation — one for large, internationally ac- 
tive institutions and one for all others. Finally, if a large bank gets into trouble and 
threatens the overall system, our laws contemplate the possibility that it could be 
resolved outside the bounds of our current “least cost” resolution procedures. 

We expect the gulf between large and small institutions — and the gulf between 
the kinds of business they are engaged in — to continue growing. This consolidation 
of the banking industry will pose interesting questions for policymakers. For exam- 
ple, I believe that we should now begin to think through the merits of moving fur- 
ther toward an explicit, two-tiered system that includes the possibility of having 
larger institutions in a separate risk pool. There are many issues to consider, includ- 
ing funding arrangements for problems that may arise in the separate risk pool for 
large institutions. The FDIC could also look more to market instruments — like rein- 
surance contracts or catastrophe bonds — to help us assess our large-bank exposure. 

We also should ensure that regulatory burden does not weigh too heavily on com- 
munity banks and stifle the innovation and consumer choice that are hallmarks of 
our system. This can be unduly burdensome for community banks and threatens to 
deter new entry into banking. Low barriers to entry are key to ensuring continued 
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innovation and customer service in the industry. From my own personal experience 
as a banker, I know all too well how heavy this burden can be. 

The FDIC is taking action to reduce undue regulatory burden to a minimum for 
institutions of all sizes. In addition, FDIC Vice Chairman John Reich is leading an 
interagency effort to identify unnecessary burden, duplication, and outmoded re- 
strictions on both large and small financial institutions. Under the Economic 
Growth and Regulatory Paperwork Reduction Act of 1996 (EGRPRA), Congress re- 
quired the Federal banking agencies and the National Credit Union Administration 
to review all regulations every 10 years for areas that are outdated, unnecessary, 
or unduly burdensome. 

The agencies have jointly published the first two of a series of notices soliciting 
comment on regulations in a number of areas, and have been conducting outreach 
sessions with bankers and consumer/community groups. Armed with this input, the 
agencies will conduct a comprehensive review of banking regulations and will report 
to Congress on their findings and the actions they have taken, or plan to take, to 
reduce the level of burden. The agencies also anticipate sending this Committee a 
list of legislative areas for consideration. 

Another broad question facing policymakers will likely be how to handle the con- 
vergence of interests between banks and firms operating in the larger marketplace. 
As pointed out earlier, barrier after barrier has come under pressure over the years 
as the market provided the means to produce and deliver more innovative products 
to financial consumers. The repeal of branching laws and the Glass-Steagall Act is 
part of a market driven continuum that will lead us to the doorstep of the last re- 
maining barrier — the barrier between banking and commerce. 

Linkages between banking and commerce exist for a number of grandfathered 
thrift holding companies, CEBA banks and some industrial loan companies. From 
a public policy standpoint, the benefits of this limited experimentation with the mix- 
ing of banking and commerce include a more competitive banking marketplace, 
more choices for consumers, and, to a limited extent, the existence of a laboratory 
for alternative modes of reflation. Concerns also have been expressed about allow- 
ing any expansion of the mixing of banking and commerce. These concerns have cen- 
tered on concentrations of economic power, conflicts of interest, and a transfer of a 
subsidy from the insured bank to affiliates. These issues are present, of course, for 
any large financial conglomerate. Conflicts of interest are possible even for stand- 
alone community banks, where majority shareholders may have commercial busi- 
ness interests. The challenge is to ensure that supervisory and regulatory structures 
achieve the best of two worlds — both allowing for continued market innovation and 
providing adequate protection for the bank safety net. 

Just as many structural and procedural concerns were addressed during the de- 
velopment of the Riegle-Neal Act and the Gramm-Leach-Bliley Act, I believe the 
same is possible in this instance. As the market continues to mature in this area, 
the appropriate boundaries between banking and commerce will be a significant 
matter for discussion among policjunakers going forward. 

A final fundamental question for policymakers in the area of bank supervision 
concerns the future of capital regulation. Capital is perhaps the single most impor- 
tant part of a bank’s balance sheet. It promotes confidence in the organization as 
a going concern and enhances and diversifies the options available to bank manage- 
ment. Capital allows the bank to continue functioning in the face of unexpected 
events and errors in judgment, and in times of crisis or systemic difficulty. 

The challenge for policymakers, in this dynamic and complex financial services 
marketplace, is to get capital right. We must actively work to ensure that our defini- 
tion of capital is limited only to those instruments that are able to effectively cush- 
ion the bank during times of distress. And we must ensure capital adequacy — that 
there is enough to absorb losses, ensure ongoing operations, and promote customer 
confidence during stressful periods. 

As the sophistication of the financial markets grows, and innovations allow for 
more complex transactions, the regulators must be vigilant and ensure that our core 
Tier 1 capital elements have the ability to cushion banks against loss on a going- 
concern basis. Tier 1 should be the regulatory standard reserved for the highest 
quality of capital, and there is no secret of my concern about continuing to allow 
trust preferred securities to be included in that select category. Trust preferred se- 
curities are issued by bank holding companies and carry a cumulative obligation to 
pay dividends. Under a recent accounting change, they are now categorized explic- 
itly as debt. For insured institutions, the appeal of these and other similar instru- 
ments is that they combine the tax advantages of debt with the regulatory stamp 
of approval of equity. Community banks that are members of holding companies like 
the idea of being able to tap capital markets with these securities. Yet they result 
in a regulatory definition of capital that is, under new accounting rules, more le- 
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nient than GAAP. If the hank regulators do not acquiesce to allowing hanks this 
favorable capital treatment directly, there is the issue of regulatory capital rules 
that appear to provide an advantage to holding company membership. 

Weaning the banking system from reliance on a previously approved element of 
Tier 1 capital would, of course, raise a host of difficult transitional and grand- 
fathering issues. We should make these difficult judgments with the benefit of in- 
dustry comment, and arrive at a conclusion as to what types of hybrid capital in- 
struments provide meaningful capital support against the prism of what truly is in 
the long-term best interest of banks, the financial system as a whole, and the bank 
safety net. 

With respect to the Basel II negotiations, the FDIC supports the underlying 
premise of the agreement and is working hard to complete our work and move to- 
ward implementation. Nevertheless, there remain some important issues at stake 
for the bank safety net, the regulatory structure, and Congress. The implementation 
of the Basel II agreement will certainly trigger an intensive public discussion of the 
workings of our domestic Prompt Corrective Action (PCA) framework — the under- 
l3dng law that governs our system of capital regulation in America. I know of no 
disagreement among my U.S. regulatory colleagues that the outcome of this public 
debate will be a capital regulatory structure that combines the best elements of the 
PCA framework with the enhanced risk metrics of Basel II. Indeed, as the FDIC 
has indicated on many occasions, this must be the outcome. 

While policjnnakers must carefully navigate the intersection between PCA and 
Basel II in order to protect the safety net, we also believe our banking system would 
benefit from strong capital adequacy in other ways as well. Our banks are among 
the most well-capitalized in the world — and they are second to none in competitive- 
ness, innovation, and market share. Yet their complexity seems to be attracting 
more and more oversight and regulation — and not necessarily only from the con- 
sumer protection side. A strong industry capital base will allow the regulators some 
room to permit the marketplace to take its course — both in terms of innovations 
that better serve consumers, but also in remaining competitive with firms overseas. 
Lowering capital in these institutions will increase the risk of an institution’s failure 
and will lead to significant regulatory intrusion into the business of these large 
firms — and perhaps stifle many of the market driven benefits we have come to ex- 
pect from the financial services industry. 

Conclusion 

While America’s banks — and the deposit insurance funds — are as healthy as they 
have ever been, it is nonetheless clear that the industry is undergoing significant 
structural change. Accordingly, our system of bank regulation will also have to 
change in order to meet the challenges posed by this dynamic financial environ- 
ment. 

Banks are positioned to continue to play a vibrant role in the free-market econ- 
omy and perform vital intermediary functions through the development of future 
products and services that are well beyond anything we can imagine today. As this 
process evolves, accompanying structural and regulatory changes will be needed to 
ensure the bank safety net remains effective and able to fully meet its public policy 
purpose. Further, our role as regulators is to protect consumers from abusive prac- 
tices and promote safe and sound banking practices. This underlying mission will 
remain the same regardless of what is occurring in the marketplace, and our job 
is to ensure the right balance is struck as these innovations continue. 

Because so many of these changes could impact the deposit insurance funds, the 
FDIC will continue to provide this Committee with our analysis and views as we 
work together in the coming years to ensure the safety and soundness of a changing 
industry. 

This concludes my testimony. I will be happy to address any questions that the 
Committee might have. 


PREPARED STATEMENT OF JAMES E. GILLERAN 

Director, Office of Thrift Supervision 

April 20, 2004 

Introduction 

Good morning. Chairman Shelby, Senator Sarbanes, and Members of the Com- 
mittee. Thank you for the opportunity to testify on the financial condition and per- 
formance of the thrift industry. It is my pleasure to report on a thrift industry that 
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is strong and growing in asset size. While we continue to maintain a watchful eye 
on interest rate risk in the thrift industry, profitability, asset quality, and other key 
measures of financial health are at, or near, record levels. The average equity-to- 
assets ratio is over 9 percent, and 99 percent of thrifts are well-capitalized. 

A favorable interest rate risk environment, accompanied by record mortgage origi- 
nations and sales, has produced strong profitability for the thrift industry for the 
past 5 years. Equally important to this sustained period of profitability are good 
stewardship by thrift managers, earnings diversification, and good asset quality. 
Other important factors that have contributed to the industry’s success are the stat- 
utory and regulatory reforms initiated to strengthen the banking system. The re- 
forms — including comprehensive capital standards, stronger corporate governance 
and internal control standards mandated by the Sarbanes-Oxley Act, uniform stand- 
ards for lending, operations and asset growth, and prompt corrective action (PCA) 
requirements — have significantly improved our banking system. In addition, the 
banking agencies have been effective in keeping pace with changes in the institu- 
tions we regulate. For its part, the OTS continually works to provide specialized 
training, rigorous accreditation and professional development programs, and other 
supervisory tools, to ensure that our staff is capably equipped to supervise a dy- 
namic and growing industry. In addition, our employees are of long tenure and are 
well-seasoned, with an average 15 years of OTS experience. 

Condition of the Thrift Industry 

As of December 31, 2003, there were 928 OTS-regulated thrifts, holding assets of 
$1.1 trillion. In addition, there were 485 State-chartered savings banks that have 
the FDIC as their primary Federal regulator and the vast majority of which have 
operating strategies substantially similar to thrifts. ^ 

While financial services consolidation continues to reduce the overall number of 
thrift institutions, industry asset growth remains strong. This is due to growth with- 
in existing thrifts and to the fact that various financial institutions continue to 
choose the thrift charter because of the advantages it provides in the delivery of fi- 
nancial services. Charter choice is a privilege available to American financial insti- 
tutions, and it continues to flourish as institutions change and adapt their business 
strategies and focus. 

In addition to supervising 928 thrift institutions, OTS supervises thrift holding 
companies. As of the end of 2003, OTS regulated 605 thrift holding company struc- 
tures^ with consolidated assets of approximately $6 trillion. As the only consoli- 
dated Federal regulator both chartering the depository institutions and overseeing 
their holding companies, OTS has a unique supervisory role. This provides us with 
the opportunity to monitor and regulate all aspects of the institution’s operations 
and holding company affiliate activities. The holding companies we oversee are quite 
diverse, ranging from large, multinational corporations to small “shell” companies 
with few assets other than their thrift charter. 

The demographics of thrift institutions are also quite diverse. While numerous 
larger thrifts provide financial products and services nationwide or across sizable re- 
gional markets, most thrifts are generally smaller, community-based organizations 
that provide retail financial services in their local markets. As of the end of 2003, 
66 percent of thrifts had assets of less than $250 million. Although small, these in- 
stitutions reach into many small American towns fortunate to have the option of a 
local community banker. 

Thrifts provide substantial services that encourage homeownership and affordable 
housing, and contribute to economic growth. Thrifts hold over $730 billion in hous- 
ing-related loans and securities, including $640 billion in whole single-family loans, 
which comprise one half of total thrift assets. In addition, the industry maintains 
60 million insured deposit accounts. Thrifts compete effectively with other 
financial services providers to deliver a wide range of products and services to 
American consumers. 

Thrifts utilize the secondary market effectively, selling approximately $769 billion 
in single-family mortgage loans to Fannie, Freddie and other secondary mortgage 
market participants in 2003. In addition, as of December 31, 2003, the Federal 
Home Loan Banks advanced $190 billion to thrift institutions, representing 17 per- 
cent of thrift liquidity. 


^The number reported in a recent financial publication regarding the ratio of Federal versus 
State thrifts failed to include State savings banks. In the aggregate, as of the end of 2003, 42 
percent of thrifts — including State savings banks — were State chartered and the remaining 58 
percent federally chartered. 

2 A holding company structure may contain more than one holding company. As of the end 
of 2003, these 605 OTS-supervised holding company structures operated 971 holding companies. 
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Earnings and Profitability 

Recent earnings and profitability of the thrift industry have been strong, with 
consecutive annual records in 2001, 2002, and 2003. For 2003, the industry reported 
earnings of $13.7 billion, eclipsing the prior record of $11.8 billion in 2002. Annual 
earnings were $10.2 billion in 2001. 

The industry’s annual return on average assets (ROA), a key measure of profit- 
ability, was a record 1.29 percent for 2003, breaking the prior record of 1.21 percent 
posted in 2002. Industry ROA was 1.07 percent in 2001. This was the first time that 
industry ROA exceeded 1 percent in 3 consecutive years since the mid-1950’s. 

While the historic level of thrift earnings is partially attributable to record loan 
origination and sales volume, the underlying strength and stability of thrift earn- 
ings has also been driven by diversification of income sources and continued strong 
asset quality. The industry’s success over the past decade in expanding its line of 
products and services, such as mutual fund and annuity sales, trust activities, and 
transaction accounts, has enabled it to diversify its income stream and generate 
more stable earnings. Income from these activities measured 0.94 percent of average 
assets for 2003, up more than 400 percent from 0.17 percent in 1990. Together with 
improved risk management techniques, higher proportions of noninterest income 
have helped stabilize thrift income and provide better insulation against interest 
rate fluctuations. 

The thrift industry was an active participant in the Nation’s recent refinancing 
boom and homeownership expansion. Thrifts originated over $730 billion in single- 
family mortgages in 2003, accounting for one in every five mortgages made in the 
United States for this time period. Income from mortgage lending, loan servicing, 
and other mortgage banking activities helped boost recent earnings, and rep- 
resented 0.80 percent of average assets in 2003 compared to 0.44 percent in 1990. 

Looking forward, we anticipate that mortgage loan refinancing activity will de- 
cline from the current high levels, which will dampen loan origination volume and 
earnings. The level of new home construction starts and sales of existing homes re- 
main strong, however, providing a potential counterbalance to recent declines in re- 
financing activity. Although interest rate risk is not an immediate threat for thrift 
institutions, OTS continues to closely monitor for changes in interest rate risk. 

Asset Quality 

The quality of thrift loan portfolios continues to be very good, with key measures 
of problem loans relatively low, though up slightly from the historic lows set in 
2000. Troubled assets (loans 90 or more days past due, loans in nonaccrual status, 
and repossessed assets) represented 0.67 percent of assets at the end of 2003. The 
ratio of troubled assets to total assets has remained below 1 percent since Sep- 
tember 1997, but is slightly above the recent low of 0.58 percent reported at Sep- 
tember 30, 2000. 

As might be expected, the level of delinquent loans generally increased through 
the duration of the recent economic slowdown. The increase was modest, however, 
particularly given the record low levels set in 2000. Moreover, the industry’s noncur- 
rent loan ratio declined in 2003 to 0.58 percent of assets from a post-2000 high of 
0.65 percent in December 2002. Less seriously delinquent loans — those 30-89 days 
past due — were 0.71 percent of assets as of the end of 2003, slightly lower than the 
level (0.74 percent) at the end of 2000. Loans 30-89 days past due have generally 
remained at these levels since 2000 despite some quarterly fluctuations. 

Loan charge-off rates have risen since 2000, reflecting the modest pace of eco- 
nomic activity. Net charge-offs as a percent of total assets were 0.26 percent in 
2003, up from 0.24 percent in 2002 and 2001, and 0.19 percent in 2000. Thrifts’ 
charge-off rates are typically lower than those of commercial banks since thrift loan 
portfolios are heavily concentrated in single-family mortgages. Charge-off rates for 
single-family mortgages are generally very low compared to other types of loans. 
The charge-off rate on all single-family mortgage loans was just 0.05 percent in 
2003, or $50 for each $100,000 in loans. 

Thrifts’ provisions for loan losses generally increased in response to the rise in 
noncurrent loans and loan charge-offs. Total loan loss provisions were 0.21 percent 
of average assets in 2003, 0.30 percent in 2002, and 0.28 percent in 2001 — all up 
from 0.20 percent in 2000. Increased loan loss provisioning kept the industry’s total 
loan loss allowance relatively stable despite increased charge-offs. Total allowances 
measured 0.60 percent of assets for 2003, down slightly from 0.64 at the end of 
2000. The slight declines in 2003 loan loss provisions and loan loss allowances re- 
flect the improved economic outlook and signs of recovery from the most recent re- 
cession. 

As real estate financing activity surged in recent years due to historically low in- 
terest rates, OTS has monitored housing values across the United States. While 
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there may be some regional pockets in the United States where a “bubble” could 
exist, this does not appear to be a nationwide problem. Because local economic and 
demographic factors are the primary influences on home prices, significant home 
price declines have occurred historically only in markets experiencing severe eco- 
nomic distress. Given the generally improving economic conditions nationwide, a re- 
cent FDIC ® study concludes, for example, “that a widespread decline in home prices 
appears unlikely, even when mortgage rates begin to rise from current low levels.” 

This is not to say that mortgage lending is not without its risks, especially when 
mortgage interest rates rise. For example, highly leveraged borrowers and those in 
high-priced home markets tend to rely on adjustable-rate mortgages, making them 
vulnerable to interest rate “shock” once short-term interest rates begin to rise. Like- 
wise, home price appreciation may slow as rising mortgage rates make homes less 
affordable, especially higher-priced homes. 

Capital 

Capital measures for the industry are strong, stable, and well in excess of min- 
imum regulatory requirements. While industry growth can often pressure capital ra- 
tios, even as industry growth has continued, thrifts have maintained high levels of 
capital through prudent earnings retention and receptive capital markets. Equity 
capital was 9.1 percent of assets at the end of 2003. Ninety-nine percent of all 
thrifts, holding 99.9 percent of industry assets, exceeded the PCA well-capitalized 
standards. Although the number of undercapitalized institutions fluctuates over 
time, only two thrifts were less than adequately capitalized at the end of 2003. One 
of which has since been recapitalized. Consistent with PCA, we are monitoring these 
institutions to ensure that management responds aggressively to resolve areas of su- 
pervisory concern. 

Funding Sources 

The industry has become somewhat more reliant on wholesale funding as deposit 
growth slowed due to changing savings and investment patterns and robust com- 
petition from mutual funds. Although deposits remain the primary source of funding 
for the industry, the ratio of deposits to total assets declined steadily over the past 
decade. In 1990, deposits funded 77 percent of thrift assets. By the end of 2003, the 
ratio had declined to 58 percent. 

With deposit levels declining, the thrift industry has accessed greater levels of 
wholesale funding, primarily in the form of Federal Home Loan Bank (FHLB) ad- 
vances. At the end of 2003, FHLB advances funded 17.4 percent of total thrift as- 
sets, up from 7.4 percent in 1991. In addition, other types of borrowings, such as 
repurchase agreements, subordinated debt, and Federal funds purchased, funded 
11.3 percent of assets, up from 5.5 percent in 1991. 

Problem Thrifts 

The number of problem thrifts — those with composite safety and soundness exam- 
ination ratings of “4” or “5” — fluctuates over time but remained low in recent years. 
There were eight problem thrifts at the end of 2003 — the lowest level since OTS’s 
inception. Assets of problem thrifts comprised only 0.1 percent of industry assets at 
the close of 2003. 

Thrifts assigned a composite “3” rating, while not considered problem institutions, 
also warrant more than the normal level of supervisory attention. At the end of 
2003, there were 57 thrift institutions assigned a 3 rating, which is unchanged from 
the prior quarter and down significantly from 72 one year ago. Of these 57 thrifts, 
98 percent were “well-capitalized,” and thus have a capital cushion that increases 
their ability to work through difficulties in an orderly manner. 

Supervisory attention is also focused on concerns identified at institutions in the 
areas of Compliance, Community Reinvestment Act (CRA), and Information Tech- 
nology (IT). At the end of 2003, there were 46 thrifts rated “3” or below in Compli- 
ance, including three thrifts with “4” ratings. Eight thrifts were rated less than 
satisfactory in their CRA examinations. Reflecting the rapid changes in technology, 
focus on privacy and security concerns, and increased demand for technological ex- 
pertise, two thrifts were rated “4” or “5” on their IT exam, and 36 thrifts were as- 
signed “3” ratings. In all cases, we initiated prompt supervisory strategies to effect 
management corrective actions to address areas of concern. The vast majority of 
OTS regulated institutions are in compliance for CRA and IT. 


^FDIC Outlook, March 2, 2004. 
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Evolving Role of the Thrift Industry 

Community Lenders with Residential Focus 

While thrifts provide a wide variety of loan products, including consumer and 
commercial loans, they continue to focus primarily on residential mortgage lending. 
Thrifts originated 21 percent of all single-family mortgage loans made in the United 
States in 2003. Thrifts are major originators of adjustable rate mortgage (ARM) 
loans. In 2003, about one-third (31 percent) of all new ARM’s were originated by 
thrifts."^ 

In 2003, the industry originated $730 billion in single-family mortgages, the high- 
est annual volume on record, exceeding by more than 50 percent the prior record 
of $472 billion in 2002. Since 1999, the thrift industry has originated over $2 trillion 
in single-family home loans; which, at an average home value of $200,000, rep- 
resents 10 million homes in America. Single-family mortgage loans and related se- 
curities comprised about 62 percent of thrift assets at the close of 2003. Thrifts are 
also active lenders for multifamily lending. In 2003, thrifts originated $20.1 billion 
in multifamily mortgages. At the end of 2003, thrifts held in portfolio $53.7 billion, 
or 4.9 percent of their assets, in multifamily mortgage loans. This brings the per- 
centage of assets held in residential-related loans and securities to 67 percent. 

Thrifts also provide vital services to other segments of their communities by mak- 
ing commercial real estate loans to hospitals, nursing homes, farms, churches, and 
stores, and on other commercial properties. Such loans comprised 4.3 percent of 
thrifts’ assets at the end of 2003. 

While thrifts continue to focus on mortgage lending, they have steadily expanded 
their product offerings in the areas of consumer and commercial business lending. 
The industry’s ratio of consumer loans-to-assets was 6.5 percent at the end of 2003, 
up from 4.5 percent at the end of 1990. Utilizing the expanded small business lend- 
ing authority granted by the Economic Growth and Regulatory Paperwork Reduc- 
tion Act of 1996, the industry’s ratio of commercial loans-to-assets stood at 3.6 
percent at December 31, 2003, up from 1.5 percent at the end of 1997. Based on 
our semi-annual subprime lending survey, there were 32 OTS-regulated thrifts with 
subprime lending programs as of the end of the third quarter 2003. These thrifts 
have formal lending strategies directed to subprime borrowers as opposed to lenders 
that may make an occasional loan to a borrower with a low credit score, for exam- 
ple. Aggregate subprime lending for these 32 thrifts increased 11 percent to $14.8 
billion at September 2003 from the prior year. 

Diversified Financial Services Providers 

In addition to core lending products, thrifts continue to expand the range of sav- 
ings and investment products offered to their communities. The thrift charter pro- 
vides an excellent platform with a comprehensive and uniform regulatory structure 
that allows for the efficient delivery of a wide range of financial products and serv- 
ices. Thrifts have taken full advantage of the strength of their charter to serve retail 
customers both in their local communities and beyond. 

The success of thrifts in providing a broad range of financial services is evident 
in the industry’s level of trust assets administered, which has risen dramatically 
over the past 8 years. The facility of the charter in this area has also attracted a 
number of new firms to use the thrift charter as the vehicle for providing these serv- 
ices. For 2003, trust assets administered by the industry totaled $563.5 billion 
versus $13.6 billion at the end of 1995. 

Risks Facing the Thrift Industry 

Credit Risk 

The thrift industry’s sound financial condition permits it to address potential cred- 
it quality problems from a position of strength. Thrift industry credit risk is pri- 
marily driven by the performance of residential mortgage loans. Given the current 
strength of the housing market in most areas of the country, single-family residen- 
tial loan delinquencies and charge-offs have remained at low levels. 

Future deterioration in any of the fundamentals that affect housing strength, such 
as worsening unemployment rates, could adversely affect thrifts’ asset quality. As 
community-based lenders, the majority of thrifts’ loans are made to consumers. Di- 
rect loans to consumers, including single-family mortgages, measured 55.9 percent 
of thrift assets at the end of 2003. Given this concentration, thrifts’ asset quality 
is very dependent on stable real estate values and consumers’ continued employ- 


4 Based on data from the Mortgage Bankers Association of America and Federal Housing Fi- 
nance Board. 
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ment and ability to service their debt. We know of no major problems facing us in 
either regard. 

Thrift credit exposure is not limited to the consumer loan sector. Thrifts are also 
exposed to the business sector, with 3.6 percent of thrift assets held in commercial 
loans and another 12.0 percent of assets held in construction loans and nonresiden- 
tial and multifamily mortgage loans. A slowdown in the economic recovery could 
pressure the cashflow of commercial borrowers. Alternatively, a strong recovery that 
spurs a steep rise in interest rates may also impact commercial borrowers, since 
business loans typically carry floating rates of interest. Credits that are highly de- 
pendent on low interest costs for positive cashflow would be most vulnerable to 
rapid increases in interest rates. 

Credit review is a significant priority in our examination process, with the scope 
of our review formed hy economic trends and expectations. Our analysis shows that 
as interest rates rise after a trough, many mortgage lenders lower credit under- 
writing standards to maintain high loan origination volumes. Such vintages often 
significantly underperform other vintages. Consequently, as rates have begun to 
rise, OTS examiners have begun focusing even greater attention on thrifts’ under- 
writing processes, credit quality, reserve policies, and capital adequacy. The loan 
monitoring, loan collection, and work-out procedures of thrifts are also receiving in- 
creased scrutiny. Our best performing thrifts are diversified and we support the 
industry looking for ways to be less reliant on interest income. We emphasize, how- 
ever, that expanding into new areas requires investment in the right people, sys- 
tems, internal controls, and internal audits. 

Interest Rate Risk 

OTS closely watches interest rate risk given the thrift industry’s natural con- 
centration in longer-term mortgage loans, which are generally funded with shorter- 
term deposits and borrowings. Since interest rates typically rise during economic 
recoveries, monitoring interest rate risk will be especially important in the upcom- 
ing quarters. Interest rate sensitivity can manifest itself in several ways in a rising 
rate environment, including a declining value of long-term assets with below market 
rates and increased funding rates which tends to compress thrifts’ net interest mar- 
gin. 

OTS maintains an interest rate risk sensitivity model that stress-tests thrift port- 
folios to evaluate potential exposure to changing interest rates. We are unique in 
that regard. OTS regulations also require thrift management to monitor and man- 
age interest rate risk on an ongoing basis and maintain exposure at prudent levels. 
With the OTS model and prudent thrift management practices, the industry is well- 
positioned to assess and respond to portfolio sensitivity resulting from changes in 
interest rates. 

As of the end of 2003, under a simulated instantaneous 200 basis point rate 
shock, 80 percent of all thrifts were classified as having low levels of interest rate 
risk, 15 percent as having moderate levels, and 5 percent as having higher levels 
of interest rate risk. These numbers have trended higher the past two quarters be- 
cause of the tendency of some institutions in a steep yield curve environment for 
institutions to invest in long-term assets (for example, 30-year fixed mortgages) and 
to fund such investments with short-term liabilities (for example, short-term certifi- 
cates of deposit and short-term Federal Home Loan Bank advances). Approximately 
50 percent of the mortgage instruments held in portfolio by OTS-regulated thrifts 
were originated in 2003. 

Institutions demonstrating higher levels of interest rate risk receive close super- 
visory scrutiny. Given that interest rates typically move in a more gradual fashion, 
thrift management often has significant opportunity to institute remedial actions to 
limit the potential impact of a changing interest rate structure. While the current 
interest rate environment and yield curve structure are generally favorable for 
thrifts’ operations, the failure to react to rising interest rates that come with eco- 
nomic recovery or changes in the yield curve structure could adversely impact thrift 
earnings. We see no major problems in that regard at the current time. 

In 2003, many thrifts took advantage of the low rate environment to extend liabil- 
ity maturities at favorable terms. The lengthening of liability maturities provides 
a buffer for thrifts against the impact of rising rates. In addition to strategic fund- 
ing decisions, mortgage loan demand has shifted thrift loan portfolios increasingly 
toward holding more fixed-rate loans with shorter-terms (10, 15, and 20 years) than 
the traditional 30-year product, and higher levels of adjustable-rate loans and hy- 
brid loan types. 

Shorter-term fixed rate mortgages amortize principal more quickly than tradi- 
tional 30-year loans, which provides thrifts with greater cashflow to invest as rates 
rise. Adjustable-rate mortgage rates will reset to higher levels in a rising rate envi- 
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ronment. Likewise, hybrid loan products that are fixed for periods of 3, 5, 7, or 10 
years and then convert to adjustable rates will reset rates and provide a buffer 
against rising rates. Collectively, these asset/liability trends could mitigate some of 
the adverse impact that rising rates typically have on thrifts. 

Even with the favorable rate environment and strategic thrift asset/liability man- 
agement, OTS remains cautious of the potential impact of a rapid increase in mar- 
ket interest rates. OTS employs a scenario-based modeling approach, applied on a 
quarterly basis, to estimate the potential exposure that thrifts have to various rate 
change scenarios. In addition, we require thrift management to monitor interest 
rate risk regularly, set appropriate risk limits, and manage potential exposure at 
acceptable levels. OTS will remain vigilant in monitoring institutions for adverse 
trends and ensuring that thrifts are properly focused on the potential impact of 
changing interest rates. 

Compliance Risks 

Compliance risk is another risk that the industry faces and one that OTS also 
closely watches. The increased volume of consumer transactions, along with the in- 
crease in consumer protection and other regulations governing those transactions, 
necessitates an active compliance management function within financial institutions 
and in oversight programs within the banking agencies. Certainly in today’s envi- 
ronment, the importance of effective compliance management is elevated by: (1) the 
need to ensure the privacy and security of consumer financial information as more 
information is shared and outsourced, and as the threat of identity theft persists; 
(2) the need to guard against money laundering and terrorist financing activities in 
a post-September 11 environment; and (3) the need to stem the tide of abusive lend- 
ing practices and ensure fair and equal access to credit for all Americans. 

As with its management of other risks, OTS, due to recent internal examination 
restructuring and enhancements, is now in a stronger, more proactive position than 
ever to effectively examine for and address potential compliance problems and risks 
within a comprehensive examination context. We are training more examiners in 
the area of compliance, we are conducting compliance reviews more frequently, and 
we are using a risk-focused approach. The CORE components of all compliance ex- 
aminations include a review of BSAAJSA PATRIOT Act, Privacy and Fair Lending. 

Our fundamental examination objective is to ensure that institutions have in 
place the resources to support an effective compliance management pro^am that is 
commensurate with the size, complexity, and risk profile of the institution. To pro- 
mote and reinforce full compliance with these critical laws, OTS routinely conducts 
in-depth training for OTS examination staff. 

Intense Competition 

Business convergence and continued consolidation in the financial services indus- 
try have created an increasingly competitive environment. This stimulates thrift 
managers to focus on strategies to improve efficiencies in the delivery of financial 
products and services, customize product offerings to meet customer needs, and en- 
sure quality customer service. Some managers may seek to enter new business lines 
that are not fully served by the financial community. Subprime lending, whether 
home equity or credit cards, is one such business. Well-managed subprime lending, 
with responsible marketing, pricing, and terms, is an important element in improv- 
ing and expanding credit access. We support subprime lending but are vigilant to 
assure ourselves that it is not delivered in a predatory manner. Any pattern or prac- 
tice of predatory lending is immediately criticized and eliminated. 

Guiding an institution through lending expansion is, of course, the responsibility 
of each institution’s management and board of directors. The willingness of manage- 
ment and directors to understand and manage risk is one of the primary under- 
pinnings of a safe and sound operation. Thrifts must adopt prudent strategies to op- 
erate successfully in an increasingly competitive environment. We emphasize to our 
examiners and supervisory staff the need to focus on ensuring that thrifts have the 
requisite managerial expertise, sound policies and procedures, and adequate sys- 
tems before entering new lines of business. We also encourage institutions to work 
with our examiners and supervisory staff when pursuing new business activities in 
order to address problems as they arise and to avoid surprises between examina- 
tions. Our best performing thrifts also have strong internal controls and internal 
audit procedures. 

Business Transitioning 

We are closely monitoring how thrifts transition from the current intensive “mort- 
gage-banking” mode to a more diversified lending environment. In recent periods, 
low mortgage rates have spurred refinancings and record origination volumes, and 
income from this increased lending has helped boost overall thrift profitability. As 
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the economy continues to recover and interest rates rise, lending activity — especially 
refinancings — have declined. At the same time, thrift managers will continue to be 
pressured by shareholders to maintain current earnings levels despite reduced lend- 
ing activity. These pressures may include reducing overhead costs to help maintain 
earnings or entering into new activities or reaching for greater fee income. While 
we expect some industry staff reductions in response to decreased lending volumes, 
our examination and supervisory staff will closely evaluate thrifts’ responses to en- 
sure that the quality of loan underwriting and internal controls is not compromised. 
We also follow-up with thrift management to ensure that institutions effectively 
manage new business lines. 

Technology/Operational Risks 

Operational risk, including the risk of loss due to technical failures and human 
error, seems to be an ever-present concern in the financial services industry. Ad- 
vances in technology have created new opportunities for thrifts, especially in mar- 
keting and broadening customer services. Thrifts also utilize technology to increase 
their understanding of certain credits, enabling better product pricing. The growth 
of Internet banking, outsourcing of core banking functions, and the rapid pace of 
technological and financial innovation creates new challenges and concerns for thrift 
management. The use of technology for these purposes is encouraged. 

Our IT examiners, and, increasingly, specially trained safety and soundness ex- 
aminers, focus on how well thrifts’ use of technology is designed and monitored to 
minimize operational risk and ensure thrift and customer security and privacy. The 
lessons learned from financial difficulties experienced by many “high tech” compa- 
nies, the widespread power disruptions in the Northeast last summer, and the im- 
pact of the September 11 attacks has illustrated the need for contingency planning. 
Thrift institutions’ contingency planning, back-up, and recovery programs are re- 
ceiving increased supervisory attention from our examination and supervisory staff. 

OTS Regulatory and Supervisory Focus and Strategies 

Early Detection and Resolution Strategies 

OTS uses regular on-site examinations and quarterly off-site financial monitoring 
to identify thrifts that warrant closer supervision. When problem institutions are 
identified, OTS acts promptly to ensure thrift management and directors institute 
corrective actions to address supervisory concerns. In addition to a host of financial 
analytics and early warning systems, two processes that we use to monitor problem 
institutions are the Regional Managers Group meetings, which are held 10 times 
annually, and quarterly high risk case briefings. These meetings enable senior OTS 
staff and regional managers to discuss high risk or high profile institutions regu- 
larly throughout the year. The tools are invaluable to share our collective experi- 
ences, develop effective supervisory strategies and enhance consistency across the 
agency. These processes allow senior Washington staff to closely monitor problem 
institutions, while the regions retain primary responsibility for ongoing supervision. 

We have refined our off-site monitoring process by increasing early warning sys- 
tems to help identify adverse industry trends and potential problem areas. We 
maintain dedicated financial analysts at our headquarters and in the regions to en- 
sure that off-site tools are maximized. OTS examiners and analysts utilize our Risk 
Monitoring System (RMS) to assist off-site financial analysis. This risk identification 
model utilizes combinations of financial ratios to identify areas that need prompt 
attention and further analysis. The RMS also provides our examiners and analysts 
with direct links to thrift websites, thrift stock price data, securities filings, and 
general economic information, all used to closely monitor and analyze thrift oper- 
ations between on-site exams. In addition to the RMS, we operate our Net Portfolio 
Value (NPV) model to simulate the potential interest rate risk exposure resulting 
from a variety of interest rate shock scenarios. 

OTS Supervisory Initiatives 
Consolidated Examination Structure 

Two years ago, OTS began to combine its separate safety and soundness and com- 
pliance examinations in order to attain greater efficiencies in its examination proc- 
ess, improve its assessment of risk within the industry, and provide examiners with 
broader developmental opportunities. OTS views compliance as a safety and sound- 
ness issue. Examination teams have recently begun to conduct joint examinations 
and to issue one examination report on both safety and soundness and compliance 
matters. OTS is now engaging in a more comprehensive assessment of an institu- 
tion’s risk profile by examining its compliance with consumer laws and regulations 
simultaneously with its prudential supervisory analysis as an integral part of the 
evaluation of an institution’s business strategy, and over time, it expects to reduce 
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the costs and burden of examinations on institutions. The majority of responses 
from institutions has been overwhelmingly favorable. 

During this time, safety and soundness and compliance examiners have been ac- 
tively engaged in an intensive cross-training program to learn the full knowledge 
and skills needed to lead melded examinations. OTS continues to maintain a cadre 
of compliance experts, however, to assist examination teams in handling complex 
compliance matters. In addition, OTS program staff have been working to produce 
combined examination procedures, policies, and handbook manuals. 

OTS Organizational Changes 

Following a major restructuring of regional and field operations in 2002, OTS re- 
cently reorganized its Washington supervision oversight operations in order to man- 
age the evolving direction of the thrift industry more effectively. OTS established 
three primary entities within a newly structured Office of Examinations, Super- 
vision, and Consumer Protection. The first oversees the most complex institutions 
as well as holding companies with significant international operations. A second en- 
tity oversees the examination and supervision of all other regulated institutions. 
The third oversees all policy development affecting examination and supervision of 
institutions’ activities, including capital markets, trust, consumer protection, ac- 
counting, and information technology. During the past year, OTS has also begun to 
participate on the Basel Committee on Banking Supervision in order to ensure that 
pending international capital standards take into consideration the various needs of 
thrift institutions. In addition, we are well along the path of securing equivalency 
status under the European Union’s (EU) Financial Conglomerates Directive to pro- 
vide for coordinated, consolidated supervision of thrift holding companies with Euro- 
pean operations. 

Regulatory and Supervisory Coordination 

Convergence in the financial services markets has been proceeding at a rapid pace 
in recent years and will continue as companies attempt to meiximize synergies 
across business lines. OTS has supervisory responsibility for thrift institutions and 
thrift holding companies, many of which engage in insurance and securities activi- 
ties. These activities are often conducted by multiple legal entities within a cor- 
porate structure and across numerous regulatory jurisdictions. Given the scope of 
activities in thrifts and thrift holding companies, it is critical that we maintain 
healthy relationships with all financial regulators and supervisors. 

OTS maintains regular contact with State and Federal functional regulators. Our 
goal is to coordinate supervisory activities and knowledge to limit overlapping regu- 
latory efforts, and to identify regulatory gaps that may exist across functionally reg- 
ulated business sectors. We have also expanded our regulatory contacts abroad to 
ensure effective supervision of thrift holding company structures that maintain sig- 
nificant operations in foreign markets. 

Functional Regulator Coordination 

Domestically, our regional offices have working relationships with insurance and 
securities regulators in states where these companies conduct operations. Our co- 
ordination activities also involve meetings, regular communications, and joint activi- 
ties and programs, often through various supervisory coordinating entities such as 
the National Association of Insurance Commissioners (NAIC), the National Associa- 
tion of Securities Dealers (NASD), and the North American Securities Administra- 
tors Association (NASAA). 

We have worked extensively with the NAIC to minimize regulatory overlap as 
more insurance companies acquire thrifts. These efforts resulted in the establish- 
ment of information sharing agreements with insurance regulators from 47 States 
and the District of Columbia. Our activities include shared attendance and partici- 
pation in official agency programs, conferences, and training seminars. These events 
foster cross sector learning and provide opportunities to cultivate regulatory rela- 
tionships. 

OTS staff also coordinates closely with regional counterparts at the NASD to iden- 
tify issues of common interest involving securities activities by thrift service cor- 
porations engaged in securities brokerage activities. Similarly, we have developed 
relationships with staff of the NASAA that enable us to coordinate and leverage our 
resources to achieve success in areas of mutual interest. We continue to work with 
the Securities and Exchange Commission (SEC) on policy matters (such as the pri- 
vacy regulations required under the Gramm-Leach-Bliley Act) and, when appro- 
priate, on matters involving specific institutions. 
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FFIEC and Federal / State Cooperation 

Domestic and international financial services supervisors kno^w well that super- 
visory cooperation produces innovative solutions to industry issues and provides in- 
valuable perspective on cross sector trends and risks. OTS works closely with the 
other Federal banking agencies (FBA’s) and State bank regulators in various forums 
and capacities. For example, in connection with proposed OTS regulations on mu- 
tual savings associations and mutual holding companies, we have met with seven 
State banking commissioners. The Conference of State Bank Supervisors (CSBS) 
was very helpful in arranging these meetings. I currently serve as Chairman of the 
Federal Financial Institutions Examination Council (FFIEC), which has signifi- 
cantly increased uniformity among the FBA’s in prescribing principles, standards, 
and report forms for examinations and the supervision of financial institutions. 

Coordination on the Basel Process 

Internationally, although we are not currently a member of the Basel Committee,® 
OTS attends — along with the other participating FBA’s — the Basel Committee meet- 
ings and participates in key subcommittee meetings and working groups. The inter- 
national community of financial services supervisors provides an excellent forum to 
share experiences and work cooperatively to develop innovative and effective super- 
visory guidance. Participation in these forums has been critical in understanding 
global trends that may impact or threaten thrifts or thrift holding companies. 

For example, our involvement in the Basel process has provided us with impor- 
tant insights into the potential domestic impact of the proposed Basel II changes. 
In particular, we are concerned that Basel II may be adopted in the United States 
before being sufficiently tested to assess its competitive impact. In addition to con- 
cerns regarding competitive equity, the Basel discussions and ensuing debate have 
highlighted deficiencies regarding the continued application of Basel I to the vast 
majority of institutions expected to continue to utilize it. 

We are particularly concerned about the safety and soundness implications of 
leaving thousands of small- to mid-sized institutions on a less risk sensitive regime 
while our largest institutions move to a more risk sensitive system. In such a bifur- 
cated construct, Basel I institutions have an incentive to replace lower-risk assets 
with higher-risk assets since their capital requirement is apt to be too high for the 
former and too low for the latter, as measured against Basel II institutions. We 
therefore believe that FBA efforts and resources should be directed at borrowing 
from the lessons learned in Basel II to develop a capital adequacy system — applica- 
ble to all but the largest internationally active institutions — that is more risk sen- 
sitive than Basel I, but less complex and more accessible than Basel II. 

In addition to the international Basel Committee meetings, OTS actively partici- 
pates in all domestic task force meetings on Basel. 

OTS Role as Consolidated Coordinating Supervisor 

OTS has engaged in active dialogue with representatives from the EU on matters 
relating to the EU’s directive on the supervision of financial conglomerates. The EU 
is seeking to ensure that financial conglomerates domiciled outside the EU member 
countries are subject to an equivalent level of consolidated supervision by foreign 
supervisors and to enhance coordination among relevant supervisors. OTS is the 
consolidated supervisor of U.S. -based thrift holding companies, including a number 
of financial conglomerates active in the EU. OTS is seeking equivalency status 
under the EU’s Financial Conglomerates Directive (FCD). 

The FCD requires the designation of an equivalent consolidated supervisor to act 
as regulatory coordinator with the relevant EU supervisors. The FCD sets out cer- 
tain broad review criteria in the areas of risk management and internal controls, 
in addition to more specific requirements for the reviews of capital adequacy, risk 
concentrations, and intragroup transactions. OTS has the regulatory authority and 
supervisory processes in place to collect relevant information and conduct the nec- 
essary supervisory reviews. 

OTS has initiated dialogue with several foreign supervisors to determine the 
scope of their interest thrift holding company activities. We will continue to work 
closely with relevant EU supervisors to ensure that there are no underlaps or over- 
laps in the supervision of thrift holding companies that are deemed to be conglom- 
erates under the FCD. 


^As noted below (see Items for Legislative Consideration), OTS is actively seeking member- 
ship on the Basel Committee on par with that of the other FBA’s. 
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Items for Legislative Consideration 

Among the factors that have contributed to the health and profitability of the 
thrift industry is a vibrant, flexible and dynamic community banking charter. I be- 
lieve that the thrift charter is the preeminent community retail lending charter. It 
promotes homeownership while serving the diverse financial needs of retail cus- 
tomers in communities across America. Not only is it a charter worth preserving, 
but also worth improving. We have identified numerous areas that warrant legisla- 
tive consideration to improve the thrift charter by reducing regulatory burden and 
improving OTS supervisory authority. Principal among these are the following: 

• Eliminating the disparate treatment of thrifts under the Federal securities laws. 
This includes eliminating the investment adviser and broker-dealer registration 
requirements that apply to thrifts, but not banks, under the Investment Advisers 
Act (lAA) and the Securities Exchange Act of 1934 (1934 Act). 

• Amending the International Lending Supervision Act (ILSA) to support adding 
OTS to the Basel Committee. This includes extending ILSA to thrifts to promote 
consistency in supervising the foreign activities of insured institutions. 

• Enhancing the ability of Federal thrifts to make small business and other com- 
mercial loans by increasing the percentage of assets limitations on these cat- 
egories of lending. This will enhance the ability of thrifts to contribute to economic 
recovery and provide small and medium-sized businesses greater choice and flexi- 
bility in meeting their credit needs. Specifically, we support raising thrifts’ aggre- 
gate commercial lending limit from 20 percent to 40 percent of assets, and modi- 
fying the sub-cap for commercial lending other than small business lending from 
10 percent to 20 percent of assets. 

• We also urge increasing the $250 million small institution 18-month examination 
exception up to $500 million. 

We look forward to working with you and your staff on these and any other legis- 
lative items that you want to address. 

Conclusion 

The thrift industry has grown and diversified over the past several years while 
reporting excellent financial results. Thrifts continue to play a vital role in providing 
mortgage funding and other retail products and services to their communities. At 
OTS, we will continue to evaluate our policies, staffing, and infrastructure to ensure 
that the agency is well-prepared to handle new or emerging risks. We strive to pro- 
vide the appropriate level of supervisory support to the institutions we regulate 
through guidance, industry training, and regular communications. We are confident 
the industry will continue to fulfill its primary focus of serving retail customers with 
mortgage funding and other financial services in a profitable and prudent manner. 


PREPARED STATEMENT OF DENNIS DOLLAR 

Chairman, National Credit Union Administration 

April 20, 2004 

Chairman Shelby, Ranking Member Sarbanes, and Members of the Committee, 
thank you for the invitation to testify before you today on behalf of the National 
Credit Union Administration (NCUA) regarding the condition of the credit union in- 
dustry in America and the National Credit Union Share Insurance Fund (NCUSIF) 
that insures the deposits of credit union members nationwide. 

Condition of the Credit Union Industry 

I am pleased to report to the Committee that the state of the credit union indus- 
try remains strong and healthy with all indicators clearly portraying a safe and 
sound industry serving over 82 million Americans and well-positioned for continued 
strength and vitality in our Nation’s financial marketplace, both now and in the fu- 
ture. 

At this point I would like to provide a brief discussion of key ratios and trends 
compiled from call report data submitted to NCUA by all federally insured credit 
unions as of December 31, 2003. 

• The average net worth-to-assets ratio of all federally insured credit unions re- 
mains extremely strong at 10.72 percent, even though there has been significant 
share growth of 15.27 percent in 2001, 10.77 percent in 2002, and 9.11 percent 
in 2003. Such a strong share deposit growth would normally bring about a signifi- 
cant decrease in the net worth ratio were not the credit unions managing these 
increased shares effectively and continuing to build net worth. For example, over 
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the course of 2003, credit union net worth, which is built solely from the retained 
earnings of the credit union, has increased in total dollars by 9.57 percent. This 
growth in actual dollars of net worth results in the highest level in history of total 
industry net worth, currently at $65.4 billion as of December 31, 2003. 

• Return on average assets (ROA) is 0.99 percent which, even with a historically 
high growth in shares during a low interest rate environment, compares favorably 
with recent historical trends (1.07 percent in 2002 and 0.94 percent in 2001). 

• Asset growth was 9.52 percent and share growth was 9.11 percent in 2003. 

• Loan growth was 9.75 percent in 2003. Over the course of 2003, share growth 
slowed and loan growth increased, resulting in a loan-to-share ratio of 71.2 per- 
cent, compared to 70.8 percent in 2002 and 79.5 percent in 2000. Total loans to 
credit union members totaled $376.1 billion, up $104.5 billion since year-end 1999. 

• Credit unions’ overall delinquency ratio remains steady at 0.77 percent and is 
slightly lower than the ratios recorded in the previous 2 years (0.80 percent in 
2002 and 0.82 percent in 2001), thus demonstrating effective risk management in 
the loan portfolios during a period of economic downturn in many industries and 
communities. 

• Savings grew to $528.3 billion in 2003, an increase of 9.11 percent. Despite the 
increases in lending indicated earlier, much of these increased savings are being 
placed in the conservative investment options available to credit unions under ap- 
plicable Federal and State laws and regulations. Investments in Federal agency 
securities grew 18.6 percent in 2003. Funds deposited in corporate credit unions 
grew 9.4 percent during the same period, and investments in banks, savings and 
loans, and savings banks expanded 12.3 percent. 

• Total assets grew to an all-time high of $610.2 billion, an increase of 9.52 percent. 

• Member business lending in credit unions increased by 32.9 percent to $8.87 bil- 
lion. Although this category of credit union lending has increased over the past 
year, member business lending still represents only 2.36 percent of all loans in 
federally insured credit unions. 

• First mortgage real estate loans grew 16.63 percent to $117.5 billion, thus con- 
tinuing the growth of credit unions as a source of access to the American Dream 
of homeownership for millions of their members. 

• New auto lending increased 5.47 percent in 2003. Reflecting both economic trends 
and market considerations, used auto loans increased by 12.51 percent to $81.2 
billion. 

The ratios and trends presented above are not unexpected in the present economic 
and marketplace environment; however, taken as a whole, they are indeed indic- 
ative of a healthy and robust industry. 

Emerging Risks and Challenges for the Industry 

NCUA is closely monitoring a number of key issues and trends specifically affect- 
ing the credit union industry, as well as those related to the overall financial mar- 
ketplace. The following issues are among those we have been closely monitoring: 

Interest Rate Risk and Net Margin Compression 

Loan growth continues to be concentrated in fixed rate real estate loans being 
granted at the lowest rates in 40 years. In 2003, total real estate loans grew 13.9 
percent and accounted for 44.6 percent of loans outstanding. At the same time, 
shares grew 9.11 percent, with growth concentrated in short-term, liquid accounts. 

The combination of high growth in fixed rate real estate loans and volatile, non- 
maturity shares poses potential risk management challenges to credit unions, while 
also providing unique member service opportunities. If the economy continues to im- 
prove, equity market investing increases, consumer borrowing demand returns and 
interest rates rise, meaning potential interest rate risk, liquidity risk, credit risk, 
and earnings risk may increase, as well. 

While the volume of first mortgage loan originations has increased, so has the 
percentage of first mortgages sold, increasing from 29.2 percent in 2000 to 43.1 per- 
cent as of December 2003. Credit unions sold $37.4 billion in first mortgages in the 
secondary market in 2003, compared to $25 billion in 2002. This indicates credit 
unions are appropriately managing, recognizing, and responding to the potential in- 
terest rate risk posed by these assets. 
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First Mortgages Granted vs. Held 
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To address the potential risks associated with high concentrations of fixed real es- 
tate loans held in portfolio, NCUA issued a Letter to Credit Unions in September 
2003 to highlight these trends and to emphasize the need for prudent and diligent 
balance sheet management. In addition, NCUA continues to effectively utilize its re- 
gional capital market specialists to assist credit unions and examiners alike and to 
offer ongoing training and guidance to field examiners to address these risks from 
a safety and soundness perspective. 

The low interest rate environment likewise has resulted in compressed net inter- 
est margins for credit unions. This provides an increased likelihood for credit unions 
to consider moving out further on the yield curve to maintain net income levels. In- 
terest rate risk and net margin compression in credit unions remain an oversight 
priority at NCUA and will continue to be closely monitored. 

Increased Competition for Consumer Lending 

As mentioned earlier, the level of consumer borrowing has slowed somewhat in 
favor of real estate lending with credit unions continuing to search for new and in- 
novative solutions to serve their members and to retain market share. To remain 
competitive for consumer loans some credit unions rely on indirect or third party 
lending which could result in potential risks from third party transactions if not 
managed properly. In a November 2001 Letter to Credit Unions, NCUA provided 
guidance on the level and degree of due diligence that should be exercised by credit 
unions when dealing with third party service providers. 

Information Systems and Technology Risks 

Today more than half of all federally insured credit unions (5,106, representing 
54 percent of all federally insured credit unions) have websites with approximately 
1,100 more credit unions planning to implement sites in the future. As of December 
2003, 15.1 million credit union members conduct transactions via the Internet, up 
from 5.6 million as of December 2000. 
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Number of Credit Unions with Websites by Type 



While credit unions are implementing new websites, the number and type of elec- 
tronic services provided has grown steadily with considerable potential for addi- 
tional growth. Potential transaction risk continues to increase as more credit unions 
move to transactional websites and increasingly complex e-commerce services. 


Service 


2003 

Percent of FICUs 

2002 

Percent of FICUs 

Account Balance Inquiry 

4,983 

53.2% 

49.4% 

Share Account Transfers 

4,817 

51.4% 

47.7% 

Loan Pavments 

4,189 

44.7% 

40.6% 

View Account History 

4,086 

43.6% 

37.3% 

Share Draft Orders 

4,007 

42.8% 

37.2% 

New Loan 

2,840 

30.3% 

26.6% 

Download Account History 

3,233 

34.5% 

28.3% 


1,944 

20.7% 

18.3% 

Bill Payment 

2,253 

24.0% 

19.7% 

Merchandise Purchase 

581 

6.2% 

6.2% 

New Share Account 

1,037 

11.1% 

9.5% 

Account Aqqreqation 

328 

3.570 

2.3% 

Internet Access Service 

912 

9.7% 

8.0% 

Electronic Siqnature 

68 

0.7% 

0.5% 


NCUA is fully committed to ensuring credit unions are properly prepared to safely 
integrate financial services and emerging technology in order to meet the changing 
needs of their members. NCUA implemented its Information Systems & Technology 
Examination Program (ISTEP) in fiscal year 2000. ISTEP represents a multiprong 
approach for identifying, measuring, and mitigating risks associated with informa- 
tion systems and technology (IS&T). This approach includes credit union IS&T ex- 
aminations, credit union vendor reviews and examinations (NCUA and FFIEC), spe- 
cialized IS&T examiner training and credit union guidance. Ongoing and further 
IS&T initiatives are outlined in greater detail in NCUA’s strategic plan. 

Corporate Credit Union Trends 

There are currently 30 retail corporate credit unions and one wholesale corporate 
credit union. Assets for all corporate credit unions total $108.9 billion. Retained 
earnings equal $2,354 billion with a retained earnings ratio of 2.19 percent. The 
core capital ratio is 2.95 percent and the total capital ratio equals 6.46 percent. 
These numbers reflect activity through December 31, 2003. 

Based upon the savings growth trends indicated earlier for natural person credit 
unions, corporate credit unions have found themselves flush with excess liquidity for 
the past 3 years. Since October 2000, when total assets were at a low of $63 billion, 
many corporate credit unions have seen their balance sheets double in size. The 
highest asset level was reported in May 2003, when total assets exceeded $126 bil- 
lion. Total assets have been fluctuating, but have consistently remained over $95 
billion since March 2002. The liquidity trend in corporate credit unions coincides 
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with consumer confidence in the economy. The flight to safety among investors has 
resulted in increased deposits in natural person credit unions. Many of these credit 
unions, seeking a safe place for their excess liquidity, are passing the deposits on 
to the corporate credit unions. 

The high levels of liquidity in the corporate system continue to have a significant 
impact on the various capital ratios. Even if liquidity should begin to flow out of 
the system, it will take time for the ratios to recover as they are based on 12-month 
moving daily average net assets (moving DANA) rather than month-end assets. 

Key Issues Facing Corporate Credit Unions 

Increased Competition: NCUA expects a continued competitive environment 
among corporate credit unions. Corporate credit unions that have increased ex- 
penses due to expanded authority infrastructure acquisitions or the purchase of ex- 
pensive item processing/imaging equipment will find it necessary to increase service 
volume to remain profitable. The increased volume will most likely come through 
marketing their services to credit unions outside their traditional service areas. The 
corporate credit unions that lose members to their competitors will have to decide 
whether to enhance their operations so they can also offer more complex products 
and services, focus on a niche product or service they can offer at a reasonable price 
or consider a viable merger partner. Conversely, the impact of competition may be 
somewhat softened as a number of corporate credit unions are looking at strategic 
alliances and partnerships as a means of offering some products and services. 

Net WorthlALM: Corporate credit unions have found it increasingly challenging 
to remain profitable while maintaining a low-risk, highly liquid balance sheet. Eco- 
nomic and competitive factors will continue to put pressure on corporates to seek 
additional yield wherever possible. NCUA will continue to monitor corporate credit 
union modeling policies and procedures to ensure the information and reports pro- 
duced provide reasonable information for decisionmakers of corporate credit unions. 

Condition of the National Credit Union Share Insurance Fund 

The NCUSIF provides Federal share insurance coverage on credit union accounts 
generally up to $100,000 per member in a single federally insured credit union. As 
with FDIC coverage of deposits in banks and thrifts, depending upon the structure 
of the accounts, there is an opportunity to structure separate account coverage 
under the NCUSIF based on the number and nature of the accounts established. 

As of December 31, 2003, there were $479 billion in insured funds covered by the 
$6,163 billion NCUSIF, with a 1.27 percent equity ratio. At the end of the first 
quarter of 2004, the equity ratio in the NCUSIF was 1.29 percent. 

Under the Federal Credit Union Act (FCUA), the NCUA Board has the authority 
to determine the annual operating level of the fund between the statutorily pre- 
scribed parameters of 1.2 and 1.5 percent. This year, as in the last several years, 
the Board has set the operating level at 1.3 percent. If, at the end of the calendar 
year, the NCUSIF equity level is above 1.3 percent, the Board may declare a divi- 
dend. If it is below 1.3 percent, the Board may assess a premium. If the equity ratio 
falls below 1.2 percent, the FCUA requires a premium to be assessed. However, 
based upon the limited number of losses in federally insured credit unions, history 
has proven that in most years the fund level can be maintained without the assess- 
ment of a premium through the combination of the 1 percent of insured funds re- 
quired deposit plus earnings on those deposits. 

Since the NCUSIF was capitalized in 1985, only one insurance premium has been 
assessed. That single premium assessment took place in 1992 when the problems 
in New England area credit unions and in the real estate markets resulted in sig- 
nificant losses to the NCUSIF. Other than in that extraordinary situation, no 
premium assessments have been required. In fact, to the contrary, effective manage- 
ment of the NCUSIF and minimal credit union losses has resulted in the end-of- 
year equity ratio being above the required operating level in an amount sufficient 
to allow the NCUA Board to declare dividends to insured credit unions for six con- 
secutive years beginning in 1995. Due to the high rate of share growth in 2001 and 
2002 during a period of declining earnings on the investments of the NCUSIF, the 
fund ended the year just below the 1.3 percent operating level and dividends were 
not paid in those years. This was also the case for 2003. 

There are two primary factors influencing the NCUSIF and its equity ratio at this 
time. First, the low interest rate environment of recent years has reduced the in- 
vestment income to the NCUSIF. In December 2003, gross income was $10.6 mil- 
lion, while in December 2002 gross income was $16.2 million. Investment earnings 
have been significantly reduced since many of the fund’s older investments which 
yielded over 6 percent have matured over the past several years. The funds are now 
being reinvested in Treasury Notes of similar maturities with yields less than 2 per- 
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cent. During this same period, the yield of the NCUSIF has fallen over 300 basis 
points to 2.02 percent for December 31, 2003. 

Second, in July 2002 the NCUA Board adopted a policy of building its reserves 
for losses to the NCUSIF by transferring $1.6 million a month to the reserve ac- 
count for incurred losses not specifically identified, in addition to reserves for spe- 
cific cases and a pool for CAMEL Code 4/5 credit unions. The final $1.5 million 
transfer was made as of December 31, 2003 to the reserve account for incurred 
losses not specifically identified. 

Earnings on the fund principal have been sufficient to keep the NCUSIF appro- 
priately funded into the future absent extraordinary losses, but dividends to insured 
credit unions that are allowable by statute when the fund equity level exceeds the 
established operating level are not likely to return until interest rates rise suffi- 
ciently to allow earnings to return to historical levels. 

Losses are anticipated to remain low and extraordinary losses are not anticipated 
based upon the ongoing examination and supervision of the credit unions NCUA 
regulates and insures. 

As of December 31, 2003, there were 217 problem credit unions coded CAMEL 4 
or 5. Of the 217, only 10 are coded CAMEL 5. This number has remained quite con- 
stant over the last 4 years. For purposes of comparison, there were 338 problem 
credit unions in 1999 and, for a 10-year indication, there were 319 in 1994. 

For 2003, NCUA was called upon to provide assistance to liquidate, merge or ar- 
range a purchase and assumption for 13 federally insured credit unions. This num- 
ber is trending lower than in the past 10 years when we averaged 27.8 such cases 
per year. 

Agency Initiatives 

Over the course of the last 3 years, NCUA has taken several initiatives to help 
the agency address a rapidly changing and dynamic financial marketplace as well 
as bring more efficiency, accountability, and productivity to agency operations. 
These initiatives have been influenced by several factors. The overall number of 
credit unions is declining while assets and credit union membership are continuing 
to grow at record pace. Credit unions are becoming more complex and sophisticated 
as technology and member demands change and emerge. Economies of scale and 
availability of resources are likewise impacting the level and types of services of- 
fered. In recognition of these and other factors, the agency has taken a number of 
specific measures to address this changing financial and regulatory environment. 

In 2002, NCUA fully implemented a risk-focused examination program in conjunc- 
tion with a system of risk-based scheduling of examinations. This change in exam- 
ination emphasis and focus required an agency-wide effort to redesign and update 
the call report as well as other computer and informational system enhancements. 
In addition, NCUA embarked upon an aggressive and thoroughly enhanced training 
program for our field examiners, their supervisors, all regional office staff, and cen- 
tral office personnel in an effort to maximize productivity and to ensure the overall 
safety and soundness of the program. As a result of the risk-focused examination 
program, agency resources are now geared more than ever toward institutions and 
areas of risk requiring the most attention. Likewise, this approach permits exam- 
iners to direct their attention to areas of institutional risk and allows them to spend 
less time on issues presenting minimal or no risk to the credit union and the insur- 
ance fund. Risk-based scheduling of examinations has also provided NCUA flexi- 
bility to direct more of its resources to those institutions requiring additional super- 
vision according to their individual risk factors while at the same time maintaining 
integrity in our first and foremost mission of ensuring safety and soundness. Not 
only has the program allowed NCUA to focus on true areas of risk, but it also has 
resulted in more efficient use of agency resources with fewer employees than were 
employed by NCUA 10 years ago. 

A key component of the risk-focused examination program was the NCUA Board’s 
action to require the submission of quarterly call reports, known as 5300 reports, 
from all federally insured credit unions. Previously only credit unions over $50 mil- 
lion in assets were required to submit quarterly call reports. All other credit unions 
(79.8 percent of the 9,369 federally insured credit unions have less than $50 million 
in assets) were only required to submit call reports on a semi-annual basis. How- 
ever, for the risk-focused examination program and risk-based scheduling to be 
effective and to properly monitor and identify areas of risk, NCUA felt it was nec- 
essary to require quarterly call reports from all federally insured credit unions so 
that the agency, and the State supervisory authority in the case of State-chartered, 
federally insured credit unions, could have the most current financial information 
available for analysis and review. In an effort to prevent unnecessary regulatory 
burden, a short form 5300 report was devised for the smallest credit unions with 
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less than $10 million in assets for the interim first and third quarter reports. Call 
report data is analyzed and a financial performance report (FPR) is produced for 
every federally insured credit union, serving as the basis for ongoing risk analysis. 

Another component of the risk-focused examination program involves the designa- 
tion of subject matter examiners. When areas with a greater opportunity for loss 
are identified, the risk-focused examination program relies upon staff to act as bro- 
kers for problem resolution. The increasing complexity of credit union operations 
and the advanced knowledge necessary to properly identify risk in some areas have 
made it increasingly difficult for a generalist examiner to resolve problems without 
more extensive knowledge and skills. Therefore, NCUA has developed an examiner 
structure where experienced examiners are designated and trained in a specific sub- 
ject area of concentration such as IS&T and specialized lending. To further enhance 
the agency’s examination program, NCUA is studying the creation of a large credit 
union examination specialty program based upon a pilot pro^am now concluding. 
These programs are intended to ensure the necessary expertise is available to ac- 
complish the more demanding examination skills required when examining more 
complex or larger institutions. By focusing staff development in certain areas, 
NCUA is able to accelerate the effective evaluations of technical subjects and main- 
tain a current level of knowledge during periods of rapid industry development. This 
revised examiner structure will ensure that the sufficient skills and resources are 
available to timely identify and limit potential risk to NCUSIF. 

Beginning in 2001, NCUA initiated an internal agency self-study, known as the 
Accountability In Management (AIM) study, whereby agency management personnel 
were tasked with identifying potential areas of NCUA’s internal operations where 
cost savings and greater efficiency and productivity could be realized within the 
strategic goals of the agency without sacrificing the safety and soundness of the 
credit union industry. This in-depth process was finalized over a 2-year period in 
two phases with the first portion focusing on the central office and the second phase 
focusing on the regional offices. The results of this process have been extremely 
positive both for agency effectiveness and efficiency. The overwhelming majority of 
the AIM recommendations have been implemented and others are presently in the 
process of implementation with a timetable of being fully implemented by the end 
of 2004. 

One of the most significant recommendations stemming from the AIM study was 
the realignment and reduction of NCUA’s regional offices from 6 to 5. Realignment 
has been accomplished, and in January 2004 one of NCUA’s six regional offices 
closed while another regional office moved to a lower-cost area. This consolidation, 
along with the restructuring of several offices in both central and regional offices, 
is expected to save the agency and its stakeholders $27 million over the next 10 
years. Additionally, as part of this internal initiative, agency staffing levels have 
been reduced by 58 FTE’s over the last 2 years without any adverse impact on the 
agency’s safety and soundness responsibilities. All of the AIM staffing reductions 
were accomplished through attrition and without layoffs, forced retirements, or cost- 
ly buyouts. 

The NCUA Board has successfully implemented a number of regulations and up- 
dates that are consistent with the spirit and requirements of the Federal Credit 
Union Act as amended by passage of the Credit Union Membership Access Act of 
1998 and are resulting in stronger, safer, and sounder credit unions. These updates 
in areas such as field of membership, investment options, and member business 
lending, among others, have served to provide Federal credit unions with much 
needed diversification options required to remain competitive and financially strong 
in a constantly changing and rapidly evolving financial marketplace. 

Among the more notable initiatives undertaken by NCUA has been the successful 
Access Across America program which is designed to create economic empowerment 
for people from all walks of life, particularly those residing in underserved or 
unbanked neighborhoods and communities. This initiative has seen impressive re- 
sults as 494 Federal credit unions across the United States have voluntarily adopted 
over 1,021 CDFI-designated investment or underserved areas into their fields of 
membership since the beginning of 2000. As a result of their expanding into under- 
served areas, credit unions are required to be financially able to extend services to 
the entirety of the community, have an acceptable business and marketing plan to 
do so and establish a physical presence in the community. The result has been the 
extension of access to affordable financial services and products to over 64.7 million 
Americans residing in underserved communities who previously lacked access to a 
not-for-profit, member-owned credit union as a alternative source of lower cost fi- 
nancial services in their local neighborhoods — neighborhoods which have become the 
home of countless higher cost lenders such as pawn shops, rent-to-own centers, 
check cashing outlets, and title loan companies. 
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NCUA call report data indicates that the 494 Federal credit unions adding under- 
served areas to their field of membership since 2000 have grown their membership 
at an annual rate of 4.36 percent, which is 237 percent greater than the annual 
membership growth rate of 1.29 percent for Federal credit unions overall during the 
same 4-year period. Lending growth increased at an annual rate of 12.5 percent in 
those Federal credit unions adopting underserved areas, and savings growth has in- 
creased 13.5 percent annually. These loan and savings rates are 58 percent and 30 
percent higher than the respective growth rates of these two categories in the Fed- 
eral credit union community as a whole. 

Recommended Regulatory Reforms 

In response to a request from Chairman Shelby, and on behalf of the Board of 
the National Credit Union Administration, I provided the Committee in June 2003 
with seven specific recommendations to address unnecessary regulatory burden, im- 
prove productivity and other needed regulatory reforms for Federal credit unions. 
It is my understanding that each of my colleagues from Federal financial regulatory 
agencies represented here today likewise made their own recommendations in re- 
sponse to your letter. We are pleased that these regulatory relief issues, among oth- 
ers, are being evaluated for possible inclusion in legislation this Congress. 

The addendum to this testimony describes NCUA’s proposals and the reasons for 
them. These proposals are consistent with the mission of credit unions and the prin- 
ciples of safety and soundness. They address statutory restrictions that now act to 
frustrate the delivery of financial services because of technological advances, current 
public policy priorities or market conditions. 

I would encourage the Committee to give serious consideration to NCUA’s regu- 
latory relief recommendations. As always, NCUA stands ready to work as a resource 
to the Committee on these and other matters impacting the delivery of financial 
services through and the safety and soundness of America’s credit unions. 

Conclusion 

Again, thank you, Mr. Chairman, for the opportunity to appear before you today 
on behalf of NCUA and my colleagues on the NCUA Board to discuss the state of 
the American credit union industry. I will be more than pleased to respond to any 
questions the Committee may have or to be a source of any additional information 
you may require. 
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PREPARED STATEMENT OF KEVIN P. LAVENDER 

Commissioner, Tennessee Department of Financial Institutions 
ON Behalf of the 

Conference of State Bank Supervisors 
April 20, 2004 

Good morning, Chairman Shelby, Senator Sarbanes, and Members of the Com- 
mittee. I am Kevin Lavender, Commissioner of Financial Institutions for the State 
of Tennessee, and Chairman of the Regulatory Committee of the Conference of State 
Bank Supervisors (CSBS). Thank you for inviting CSBS to testify on the condition 
of the State banking system. 

CSBS is the professional association of State officials who charter, regulate, and 
supervise the Nation’s approximately 6,400 State-chartered commercial and savings 
banks, and nearly 400 State-licensed foreign banking offices nationwide. 

CSBS gives State bank supervisors a national forum to coordinate, communicate, 
advocate, and educate on behalf of the State banking system. We especially appre- 
ciate this opportunity to discuss the state of our Nation’s banking system in general, 
and the state of the State banking system in particular. 

Condition of the Industry 

As you have heard from my colleagues on this panel, the general health of the 
banking industry is excellent. State-chartered banks, which make up approximately 
three-quarters of the Nation’s commercial banks, have shared in the industry’s 
record levels of prosperity. 

Net income of State-chartered commercial and savings banks at year-end 2003 
reached $44.2 billion, an 18 percent increase over the previous year’s record levels. 
State banks’ aggregate equity capital ratio stands above 9 percent, a level that ex- 
ceeds the industry aggregate and regulatory requirements, and has risen steadily 
over the past 3 years. State banks’ core capital, or leverage ratios, are equally 
strong, and slightly higher than those of their federally chartered counterparts. 
State banks’ ratio of nonperforming assets to assets continues to decline, and stands 
even lower than the industry’s overall level. 

As regulators, we look for areas of concern, but even some of these areas have 
shown improvement over the last several quarters. We saw deposits in State-char- 
tered banks grow from year-end 2001 to 2002, and again from year-end 2002 to 
2003. And our banks are still finding good loans to make, and we saw strong growth 
in earning assets in 2003. 

We never forget that these record levels of prosperity are occurring in an environ- 
ment of historically low interest rates, and examiners pay special attention to the 
vulnerability of our banks’ portfolios to interest rate volatility. My colleagues and 
I have also been particularly concerned about banks’ internal controls systems, be- 
cause experience has shown us that nothing disguises bad management as well as 
a good economy. 

Consolidation of the banking industry continues, raising concern about concentra- 
tion of risk and the range of meaningful choices available to consumers. The pace 
of consolidation slowed in 2003, but consolidations continue among the very largest 
institutions. The Nation’s 50 largest banks now hold almost 63 percent of banking 
assets nationwide. In Tennessee, the six largest banks hold more than 50 percent 
of local banking assets; this percentage jumps to more than 80 percent in Davidson 
County, the area around Nashville. 

We expected consolidation in the wake of the Riegle-Neal Interstate Banking and 
Branching Efficiency Act. Consolidation has benefited not only the institutions in- 
volved, but also customers who live and work in more than one State or metropoli- 
tan area. In some cases, though not all, consolidation seems to have led to lower 
costs for consumers and more convenient access to services. 

My colleagues and I worry, however, about declining diversity in our banking sys- 
tem, and about the forces driving this latest round of consolidation. I will discuss 
these concerns at greater length later in my testimony. 

The number of State-chartered banks declined by just over 1 percent in 2003, 
compared with a consolidation rate of just over 2 percent in 2002. A steady stream 
of new bank charters and conversions has partially offset the number of institutions 
lost to mergers over the past several years. Of the 117 new banks chartered last 
year, 100 chose a State charter. This rate — 85 percent — shows that the banking in- 
dustry and the business community continue to believe in the value of the State 
charter. Ten years after the enactment of the Riegle-Neal Interstate Branching Effi- 
ciency Act, the State banking system remains a vibrant and essential part of our 
Nation’s financial services infrastructure. 
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State-chartered banks make up just over 74 percent of all commercial banks na- 
tionwide. They tend to be smaller than national banks, holding in the aggregate just 
under 44 percent of U.S. banking assets. 

The State system does, however, include several large and complex institutions 
that operate across State lines. Over the past 10 years, State banking departments 
have worked with the FDIC and the Federal Reserve, as well as other relevant 
State and Federal regulators, to develop a seamless supervisory system that ensures 
oversight while minimizing supervisory burden. This system continues to evolve. 

Our Nation’s financial system — and our Nation’s financial services policies — have 
always emphasized the need for balance, diversity, and opportunity. Americans have 
traditionally been wary of monolithic authority in any form, whether it is a single 
oppressive ruler or one gigantic corporation. Chairman Greenspan has noted on 
many occasions that the diversification of our financial system has been an essential 
element in preventing the kind of lingering crises we have seen in Asia and Europe. 
Our State banking system encourages entrepreneurship in the banking industry, 
creating opportunities for new credit providers to enter the market and find new 
ways to serve their communities. 

As we have seen time and time again, however, not only in the banking industry 
but also in the business world at large, even the most entrepreneurial environment 
needs oversight, especially when public confidence is at stake. 

The State banking departments supervise and regulate a wide range of financial 
businesses in addition to commercial banks and savings banks. Most State banking 
departments, including my own, supervise State-chartered credit unions as well as 
thousands of nondepository financial businesses. 

The Tennessee Department of Financial Institutions, for example, licenses and su- 
pervises 749 industrial loan and thrift offices, 63 insurance premium finance compa- 
nies, 1,287 mortgage companies, 390 check cashers, 1,196 deferred presentment 
services companies (payday lenders), and 42 money transmitters, as well as 159 
State-chartered banks, 10 trust companies, two Business Investment Development 
Companies, and 129 State-chartered credit unions. 

Our mission is to provide the citizens of Tennessee with a sound system of State- 
chartered financial institutions. We do this by monitoring compliance with the State 
laws and regulations that promote sound business practices and safeguard deposi- 
tors and consumers. We conduct onsite examinations not only of our depository 
institutions, but also of our nondepository licensees. An entire division of our de- 
partment was recently formed and is dedicated to consumer resources; in fact, the 
department resolved 500 complaints in 2003. 

Senators, State banks in Tennessee and nationwide are healthy. The State bank- 
ing system, however, faces a grave threat, and I ask your help in restoring the bal- 
ance that makes it possible for my department to fulfill its mission. 

Role of Preemption in Maintaining the Health of the Banking System 

The balance between Federal and State authority over banking activities, and be- 
tween large and small institutions in the marketplace, continues to evolve. If nearly 
140 years of history have shown us anything, it is that the health of the American 
banking system depends on competition and meaningful choice: The availability of 
a wide range of options for both consumers and financial institutions. 

The Conference of State Bank Supervisors is committed to maintaining the com- 
petition and choice that have characterized our dual banking system. Competition 
and choice in our banking system remain strong despite the industry’s consolidation, 
and the availability of the State charter is crucial to this balance. The largest insti- 
tutions can and should grow to serve their customers and reach new competitive 
levels in a global market. As big institutions become even bigger, de novo char- 
tering — again, primarily at the State level — continues to guarantee local banking 
options to all consumers. Even in this global economy, it remains true that one size 
does not fit all. 

A key element of this dynamic balance is the question of Federal preemption of 
State authority. My colleagues and I believe that Federal preemption can be appro- 
priate, even necessary, when genuinely required for consumer protection and com- 
petitive opportunity. 

Few matters of Federal preemption meet this high standard. One that does is the 
permanent extension of the amendments to the Fair Credit Reporting Act, which we 
congratulate you on enacting last year. The CSBS Board of Directors determined 
that these amendments served the national interest, and we applaud the careful 
consideration that both houses gave that legislation. 

Many State banking departments and other State agencies have consumer protec- 
tion mandates that they take just as seriously as their Federal counterparts do. As 
Securities and Exchange Commission Chairman William Donaldson has noted. Fed- 
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eral authorities “cannot be everywhere.” Our State-level consumer protection initia- 
tives serve the public interest in their own right, but also complement Federal law 
enforcement efforts in a very important way. 

Many of the nondepository financial businesses that my office licenses have some 
affiliation with a larger, deposit-taking financial institution. In the wake of the 
Comptroller of the Currency’s recently promulgated rules that preempt Tennessee 
authority over operating subsidiaries of national banks, these businesses have a 
powerful incentive to change their corporate structure for no reason other than to 
escape state oversight. 

The Comptroller of the Currency’s recent regulations preempt almost all State 
laws that apply to these businesses, if they are operating subsidiaries of national 
banks. This regulation also tries to shield all national banks — and their operating 
subsidiaries — from oversight, inspection, and enforcement actions by any State au- 
thority, including the State attorneys general. 

The Comptroller has said repeatedly that these new regulations present no funda- 
mental shift in the OCC’s roles or responsibilities. He has called these regulations 
merely the next logical step in the OCC’s interpretation of the National Bank Act, 
the Riegle-Neal Interstate Banking and Branching Efficiency Act, and Gramm- 
Leach-Bliley. The Comptroller has also said that these changes are incremental in 
nature and unlikely to have major effects on the banking industry or on consumers’ 
experiences with financial institutions. 

These claims are simply not true. These regulations are not minor or incremental 
changes. Their scope is nearly unlimited, and their implications are potentially enor- 
mous. These regulations exceed the OCC’s statutory authority and disregard Con- 
gressional intent. They effectively discard the oversight and consumer protection 
structure already in place for these businesses, and they ignore Congress’s design 
for functional regulation. 

The OCC adopted these regulations over the strong objections of CSBS, the Na- 
tional Governors Association, the National Conference of State Legislatures and all 
50 State attorneys general. The OCC also ignored requests from Members of Con- 
gress for extra time to consider their implications. Instead, the OCC issued a set 
of regulations that will affect millions of consumers across the country without a 
public hearing and without meaningful consultation with the parties these regula- 
tions would affect. We object strongly to the OCC’s process in issuing these regula- 
tions, and we look forward to the findings of the General Accounting Office’s study 
of this process. 

Technology is changing the delivery of financial products. Many large banks and 
some small banks look less like the old commercial bank and more like the diversi- 
fied financial services providers envisioned by the Gramm-Leach-Bliley Act. We 
appreciate that the largest financial services providers want more coordinated regu- 
lation that helps them create a nationwide financial marketplace. These goals are 
understandable. The State of Tennessee and CSBS support coordinated regulation 
in order to promote modernization of financial services, healthy competition among 
providers, and greater availability of financial services to the public. 

The OCC’s new regulations, however, usurp the powers of the Congress, stifle 
States’ efforts to protect their citizens, and threaten not only the dual banking sys- 
tem but also public confidence in our financial services industry. They challenge the 
functional regulatory structure created by Gramm-Leach-Bliley and set the Office 
of the Comptroller of the Currency as the Nation’s dominant regulator of financial 
institutions. They also seem to encourage consolidation among our largest institu- 
tions, concentrating financial risk in a handful of gigantic institutions that may be- 
come — if they are not already — not only too big to fail, but also too big to supervise 
effectively. 

Importance of Decentralized Supervision 

Maintaining a local role in consumer protection and a strong State banking sys- 
tem is more important than ever in the wake of the current round of mergers among 
our Nation’s largest financial institutions. These mergers make economic sense for 
the institutions involved, and may offer the customers of these institutions a larger 
menu of products and services at prices that reflect economies of scale. But the 
strength of our banking system is its diversity — the fact that we have enough finan- 
cial institutions, of enough different sizes and specialties, to meet the needs of the 
world’s most diverse economy. Centralizing authority or financial power in one agen- 
cy, or in a small group of narrowly regulated institutions, would threaten the dy- 
namic nature of our economy. 

State supervision and regulation are essential to our decentralized system. State 
bank examiners are often the first to identify and address economic problems, in- 
cluding cases of consumer abuse. We are the first responders to almost any problem 
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in the financial system, from downturns in local industry or real estate markets to 
the emergence of scams that prey on senior citizens. We can and do respond to these 
problems much more quickly than the Federal Government. 

The Comptroller has argued that the laws and rules States have enacted to pro- 
tect their citizens are burdensome to national banks. We are sensitive to regulatory 
burden, and constantly look for ways to simplify and streamline compliance. Your 
own efforts in this area. Senator Shelby, have greatly reduced unnecessary regu- 
latory burden on financial institutions regardless of their charter. The industry’s 
record earnings levels suggest that whatever regulatory burdens remain, they are 
not interfering with banks’ ability to do business profitably. 

Dual Banking System and History of Preemption 

The dual banking system is part of our democratic heritage. The phrase “dual 
banking” refers not only to the parallel systems of State and Federal banking regu- 
lation, but also to the interaction of State and Federal laws for the benefit of our 
national and local economies. Since the creation of our dual banking system in 1864, 
all banks, regardless of their charter, have been subject to a combination of Federal 
and State laws. The balance of State and Federal authority has evolved, shaped by 
new State and Federal statutes and by a growing body of case law. 

The 10 years since the passage of Riegle-Neal have transformed the financial 
services industry, and in this transformation we have seen the value and strength 
of our dual banking system. Many believed that nationwide banking would mean 
the end of the State regulatory system — that the States would become irrelevant or 
be unwilling to compromise in order to supervise multi-State institutions. Instead, 
the State banking system is now stronger, in many ways, than it was 10 years ago. 
Interstate branching and financial modernization have compelled all of us at the 
State level to answer the hardest questions: What is the purpose of State super- 
vision? What do we need to do to protect our citizens, and what have we been doing 
just because “we always did it that way”? How can we leverage the resources of 
other agencies to improve our own performance and reduce regulatory burden? 
What authority do we truly need, and what is just a battle over turf? 

Senators, these are issues that all regulators struggle with daily. Because so 
many powers originated at the State level, because the States were the first to pass 
interstate branching laws, and because Congress let the States control the phase- 
in to interstate branching, we have developed models for interagency information 
sharing, cooperation, and coordination that benefit the entire financial services in- 
dustry. 

Many, even most, of the new Federal powers under Riegle-Neal and Gramm- 
Leach-Bliley originated at the State level. Over the past 10 years, however, we have 
seen a new aspect of the dual banking system’s value. As new products and services 
have emerged, so too have new opportunities for consumer confusion and, in some 
cases, abuse. The explosion of the mortgage industry created a new class of lenders 
for nonprime borrowers, and in some cases, these lenders engaged in predatory and 
fraudulent practices. Many States sought remedies through enforcement of existing 
State laws, new legislation, and financial education campaigns. Our efforts have 
reached thousands of borrowers and potential borrowers, punished and discouraged 
predatory lenders, and brought a national spotlight to this problem. 

Our experience in this area shows that the dual banking system is not a museum 
artifact, but a vital and essential dynamic for promoting new financial services 
while offering new approaches for consumer protection. 

Ten years after the passage of nationwide banking, the dual banking system is 
more important than ever. It ensures diversity in our financial services system, and 
it ensures that the regulatory system addresses local concerns as well as national 
concerns. In this case, that specifically means the interests of local borrowers and 
consumers. 

The traditional dynamic of the dual banking system has been that the States ex- 
periment with new products and services that Congress later enacts on a nationwide 
basis. We generally discuss this history in terms of expanded powers, but the States 
have been innovators in the area of consumer protection, as well. States enacted 
CRA and fair lending statutes before the Federal Government did, and States are 
now leading the way on predatory lending, identity theft, regulation of overdraft 
protection products, and privacy initiatives. These State laws, which the OCC sees 
as burdensome to national banks, are in fact providing all of us the opportunity to 
see what works and what does not, and find the appropriate balance before seeking 
legislation on a national level. 



102 


Conclusion 

Our highly diverse financial system is the envy of the world. American markets 
are flexible and responsive, and American banks are competitive globally as well as 
locally, in large part because of our decentralized regulatory system. 

We laelieve that our dual banking system acknowledges the needs of multi-State 
banks and financial services firms while protecting consumers. We have worked 
hard, within the State system and with our counterparts at the Federal banking 
agencies, to develop a system of supervision that allows for innovation while ensur- 
ing safety, soundness and economic stability. The strong condition of our 6,400 
State-chartered banks and 400 State-regulated offices of foreign banks is the best 
evidence of our success. 

CSBS looks forward to working with the Congress to find additional ways to ad- 
dress the needs of an evolving nationwide financial services system in a way that 
maintains this strong condition, minimizes unnecessary regulatory burden, and en- 
sures that all Americans retain their access to the broadest possible range of finan- 
cial opportunity. 

We thank you for this opportunity to testify, and look forward to any questions 
you and the Members of the Committee might have. 
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RESPONSE TO A WRITTEN QUESTION OF SENATOR SANTORUM 
FROM ALAN GREENSPAN 

Q.l. Chairman Greenspan, in the summer of 2002, I expressed con- 
cern with the potentially adverse competitive impact that the oper- 
ational risk-based capital charge in the Basel Capital Accord will 
have on U.S. banks. Last fall, the leadership of the House Finan- 
cial Services Committee also raised concerns with the charge for 
operational risk. What steps are being taken to ensure that these 
concerns, as well as other concerns raised by Members of Congress, 
are getting the attention this issue warrants? Can we expect to see 
any of these concerns addressed in the next version of the Accord? 
A.l. The Federal Reserve Board and other Federal banking agen- 
cies take very seriously the concern about potential competitive ef- 
fects the operational risk-based capital charge in Basel II will have 
on U.S. banks. Accordingly, the agencies have several initiatives 
underway to address this issue. 

The agencies are currently performing extensive reviews of the 
large U.S. banks’ own internal assessment of the operational risks 
they face and the capital that they estimate would be needed to 
support those risks, using the proposed Advanced Management Ap- 
proach (AMA). This benchmarking exercise will help U.S. super- 
visors better understand the preparedness of these banks to employ 
the AMA for estimating their operational risk capital charge. The 
three reviews performed to date indicate strong bank management 
support for the flexible implementation of internal processes and 
data collection efforts consistent with the AMA for operational risk. 

In addition to the extensive benchmarking exercise, staff from 
the banking agencies continue to evaluate the comments received 
on the Advanced Notice of Proposed Rulemaking and through sub- 
sequent discussions with banks’ management. Based on the revised 
capital framework that the Basel Committee is planning to release 
in June, the agencies plan to perform a comprehensive quantitative 
impact study of all the components of Basel II capital charges for 
the large U.S. banks. The resulting analysis of this information 
should be useful in understanding the implications of the new 
framework on the overall capital requirements of banks as well as 
the competitive impact. This analysis may also lead to recalibration 
and revisions to the framework that would serve as the basis for 
a Notice of Proposed Rulemaking in 2005. 

In light of the concerns regarding potential competitive effects 
that an operational risk-based capital charge may have on U.S. 
banks, the Federal Reserve is also in the process of conducting an 
empirical study of such possible effects. The study will specifically 
address the potential competitive disadvantage that an explicit pil- 
lar one operational risk capital charge might create for U.S. banks 
vis-a-vis nonbank competitors, non-Basel II, U.S. banks, and for- 
eign banks whose regulators allegedly might be less aggressive in 
applying Basel rules than the U.S. regulators. The results of this 
study should be available by the end of the year. 

In response to your final question on whether competitive con- 
cerns will be addressed in the next version of the Accord, the U.S. 
regulators note that the AMA has been included in the framework 
at the insistence of U.S. banks. In effect, the capital requirement 
for operational risk under the AMA would be based upon the 
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banks’ own internal economic capital estimate for such risk, as long 
as their processes are comprehensive and well-reasoned. 

RESPONSE TO WRITTTEN QUESTIONS OF SENATOR SCHUMER 
FROM JOHN D. HAWKE, JR. 

Q.l. Did any of the 16 Saudis who were in the United States under 
diplomatic cover, but in actuality worked in a Virginia school that 
was teaching terrorism, or a Saudi consular official in Los Angeles 
who was deported in 2003, have accounts at Riggs or receive money 
from these accounts and, if so, how much? 

A.I. Riggs has conducted a search of its account records and has 
identified a total of 17 accounts in the names of 11 of the 16 Saudis 
that you reference. Five of these accounts have been closed leaving 
12 open accounts in the names of 9 of the 16 Saudis that you ref- 
erence. The Virginia school that you reference had five accounts at 
Riggs that have recently all been closed. The Saudi consular official 
in Los Angeles did not have an account at Riggs. Riggs is con- 
ducting a review of transaction activity for each of the accounts 
identified, subject to the OCC’s oversight. The OCC is in process 
of reviewing Riggs’ actions relating to these accounts and deter- 
mining whether their conclusions were adequate and consistent 
with the OCC’s enforcement actions. 

Q.2. In your enforcement action on July 16, 2003, Riggs Bank was 
tasked with filing suspicious activity reports within 150 days in re- 
lationship to these accounts. Have these reports been filed? If so, 
how many? 

A.2. I am precluded by law from disclosing the content or even the 
existence of a SAR. However, I can tell you that pursuant to the 
July 2003 cease and desist order, Riggs hired KPMG to conduct a 
study of its Saudi Embassy accounts and, as part of that study, 
identify transactions that were suspicious in nature and which re- 
quired SAR filings. 

Q.3. What are you doing to tighten things up so that there are no 
future Riggs Bank situations? 

A.3. We have taken and we are in the process of taking a number 
of actions to improve our supervision in the anti-money laundering 
area. These include supplemental directions to our examiners and 
implementation of new systems that will enable us to enhance 
identification of high-risk banks, and flag situations that warrant 
follow-up supervisory or enforcement actions. I have described 
these steps in more detail in my written testimony that was pro- 
vided to the Committee for the June 3 hearing. A copy is enclosed. 

Q.4. It is my understanding that there were two checks on Riggs 
in relation to Bank Secrecy, one in 2000 and one in 2003, and that 
most of the bad stuff occurred between. Is it that you are under- 
staffed? If I am right about this, would you say that would not 
have been enough? 

A.4. Riggs has been under a great deal of scrutiny for several 
years. In fact, between 2000 and 2003, the OCC conducted nine ex- 
aminations and reviews that were BSA-related. More information 
about these examinations and the history of our supervision of 
Riggs is set forth in more detail in my written testimony that was 
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provided to the Committee for the June 3 hearing. Neither the 
number nor the scope of the examinations that we performed at 
Riggs during the period in question was driven by staffing issues. 
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V. RIGGS BANK ENFORCEMENT ACTIONS 


As previoasly mentioned, the OCC and FinCEN recently assessed a $25 million CMP against 
Riggs Bank N. A. for violations of the BSA and its implementing regulations, and for failing to 
comply with the requirements of an OCC C&D order that was signed by the bank in July 2003. 
Also, in a separate C&D action dated May 13, 2004 to supplement the C&D we had issued in 
July 2003, the OCC directed the bank to t^c a number of steps to correct deficiencies in its 
internal controls, particularly in the BSA/ AML area. Among other requirements in this separate 
action, the OCC directed the bank to: 

• Ensure competent m^agement. Within 30 days, the board of directors must determine 
whether management or staff changes are needed and whether mmiagement skills 
require improvement. 

• Develop a plan to evaluate the accuracy and completeness of the bank’s books and 
records, and develop a methodology for determining that information required by the 
BSA is appropriately documented, filed and maintained. 

• Adopt and implement comprehensive w'ritten policies for internal controls applicable to 
the bank’s account relationships and related staffing, including the Embassy and 
International Private Banking Group. Among other requirements, the policies must 
mandate background checks of all relationship managers at least every three years and 
must prohibit any employee from having signature authority, ownership or custodial 


powers for any customer account. 
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♦ Develop and implement a policy that permits dividend payments only when the bank is 
in compliance with applicable law and upon written notice to the OCC. 

• Adopt and implement an internal audit program suJTieient to detect irregularities in the 
bank’s operation, determine its level of compliance with applicable laws and regulations 
and provide for testing to support audit findings, among other requirements. 

’Iliese actions were based on a finding that the bank had failed to implement an effective AML 
program. As a result, the bank did not detect or investigate suspicious transactions and had not 
filed SARs as required under the law. The bank also did not collect or maintain sufficient 
information about its foreign bank customers. In particular, the OCC found a number of 
problems with the bank’s account relationship with foreign governments, including Saudi i\rabia 
and Equatorial Guinea. Riggs failed to properly monitor, md report as suspicious, transactions 
involving tens of million of dollars in cash withdrawals, international drafts that were returned to 
the bank, and numerous sequentially-numbered cashier’s checks. The OCC will continue to 
closely monitor the corrective action that the bank takes in response to the Order and we are 
prepared to take additional actions if necessary. 

These actions are the most recent of a series of escalating supervisory and enforcement reactions 
to ongoing deficiencies in Riggs BSA/AML compliimee program. Since this matter involves an 
open bank and open investigations, there are limitations on wlial can be said without disclosing 
confidential supervisory information and potentially compromising future criminal, civil and 
administrative actions. With that caveat, we have tried to set out below a summary of our 
supervision of this institution in the BSA/AML area, dating back to 1997. 
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The OCC first identified deficiencies in Riggs' procedures several years ago. Beginning in the 
late 1990’s we recognized the need for improved processes at Riggs and for improvements in the 
training in, and awareness of, the RSA’s requirements and in the controls over their BSA 
processes. Prior to 9.T 1, the OCC visited the bank at least once a year and sometimes more often 
to either examine or review the Bank’s BSA/ AML compliance program. 

Over this timelfame OCC examiners consistently found that Riggs’ BSA compliance program 
was either “satisfactory” or “generally adequate,” meaning that it met the minimum requirements 
of the BSA, but we nonetheless continued to identify weaknesses and areas of its program that 
needed improvement in liglit of the business conducted by the bank. We addressed these 
weaknesses using various informal, supervisoiy' actions. Generally, this involved bringing the 
problems to the attention of bank management and the board and securing their commitment to 
take corrective action. 

During this period, it w^as clear that the bank’s compliance program needed improvement but we 
determined that the program weaknesses did not rise to the level of a violation of our regulation 
or pervasive supervisory concern. The OCC identified problems with the bank’s internal audit 
coverage in this area, its internal monitoring processes, and its staff training on the BSA and 
customer due diligence requirements. Repeatedly, management took actions to address specific 
OCC concerns but, as is now clear, the corrective actions being taken often were not sufficient to 
achieve the intended results. The bank was continually taking steps to respond to OCC 
criticisms, but failed to take action on its own to improve its overall compli^ce program, 
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especially with regard to high-risk areas. Due to the lack of an effective and proactive 
management team, additional weaknesses and deficiencies were continually identified by the 
OCC over this time period, hut bank follow-up on these weaknesses ultimately proved to be 
ineffective and the problems continued longer th^ they should have. 

As various chiuiges occurred in the regulatory expectations for banks relative to BS A compliance 
and related issues over this period of time, our scrutiny of the bank was adjusted accordingly. 

For example, when the Financial Action Task Force and FinCEN identified “uncooperative” 
countries, we conducted an examination at Riggs that specifically focused on account 
relationships with those countries and determined that the bank did not have extensive 
transaction activity with any of the countries on the list. In addition, Treasuiy issued its guidance 
on “politically exposed persons” in January 2001, and, as a result, tlie OCC’s focus on the risks 
associated with the Riggs^ embassy banking business began to increase and our supervisory 
activities were heightened accordingly. However, at diat time, the Kingdom of Saudi Arabia was 
not viewed as a country' that posed heightened risk of money laundering or terrorist financing, 
and Equatorial Guinea had just begun to reap the financial benefits of the discovery of large oil 
reserves in the mid-1990s. 

After 9/11, the OCC escalated its supervisory efforts to bring Riggs’ compliance program to a 
level commensurate with the risks that were undertaken by the bank and we believed that we 
were beginning to see some progress in this regard. In fact, the bank was beginning the process 
of a major computer system conversion that w'ould address many of the shortcomings in the 
existing information systems that the bank was relying on. Unfortunately, b^k management had 
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to adjust the timeline repeatedly. This caused significant delays in the implementation date, 
pushing it from the original target of year-end 2002 to September 2003. Thus, the bank was not 
able to fulfill many of the commitments that it made to the OCC to correct our concerns 
pertaining to their BSA compliance program. Also, as previously mentioned, the OCC 
conducted a series of anti-terrorist financing reviews at our large or high-risk banks, including 
Riggs, in 2002. As a result of these reviews and other internal assessments, plus published 
accounts of suspicious money transfers involving Saudi Embassy accounts, our concerns 
regarding Riggs BSA/ AML compliance were heightened. Thas, we commenced another 
examination of Riggs in January of 2003. 

The focus of the Januaiy 2003 examination was on Riggs’ Embassy bmiking business, and, in 
particular, the accounts related to the Embassy of Saudi Arabia, Due to its Washington D.C. 
location, its extensive retail branch network, and its expertise in private banking, Riggs found 
embassy banking to be particularly attractive and had developed a market niche, In fact, at one 
time, 95% of all foreign embassies in the U.S., and 50% of the embassies in London conducted 
their banking business with Riggs. The OCC’s examination lasted for approximately five 
months and involved experts in the BSA/ AML area. The findings from the January 2003 
examination formed the basis for the July 2003 C&D order entered into with the bank. The OCC 
also identified violations of the BSA that were referred to FinCEN. 

During the course of the 2003 examination, the OCC cooperated extensively with investigations 
by law enforcement into certain suspicious transactions involving the Saudi Embassy 
relationship. 'ITiese transactions involved tens of millions of dollars in cash withdrawals from 
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accounts related to the Embassy of Saudi Arabia; dozens of sequentially-numbered international 
drafts that totaled millions of dollars that were drawn from accounts related to officials of Saudi 
Arabia, and that were returned to the bank; and dozens of sequentially-numbered cashier’s 
checks that were drawn from accounts related to officials of Saudi Arabia made payable to the 
account holder, 'fhere was reguliu contact with the FBI investigators throughout this 
examination. We provided the FBI with voluminous amounts of documents and information on 
the suspicious transactions, including information concerning transactions at the bank that the 
FBI previously was not aware of. The OCC also hosted a meeting with the FBI to discuss these 
documents and findings. Throughout this process we provided the FBI with important ejqjertise 
on both general banking matters, and on some of the complex financial transactions and products 
that were identified. 

Tlie July 2003 C&D order directed the bank to take a number of steps to correct deficiencies in 
its internal controls in the BSA/AML area and to strongly consider staffing changes. Among 
other requirements in this action, the OCC directed the bank to: 

• Hire an independent, external management consultant to conduct a study of the Bank’s 
compliance with the BSA, including, training, SAR monitoring, and correcting 
deficiencies and conduct a risk assessment for compliance with the BSA throughout the 
bank. 

• Evaluate the responsibilities and competence of management, In particular, the 
consultant’s report to the board of directors must address, among other things, the 
responsibilities and competence of the bank’s BSA officer, and the capabilities and 



112 


competence of the supporting staff in this area. Within 90 days, the board of directors 
must determine whether any changes are needed regarding the hank’s BSA officer and 
staff; 

• Adopt and implement detailed policies and procedures (including account opening and 
monitoring procedures) to provide for BSA compliance and for the appropriate 
identification imd monitoring of high risk transactions; 

• Ensure effective BSA audit procedures and expansion of these procedures. Within 90 
days the board of directors must review and evaluate the level of service and ability of 
the audit function for BSA matters provided by any auditor; and 

• Ensure bank adherence to a comprehensive training program for all appropriate 
operational and supervisoty personnel to ensure their awareness and their responsibility 
for compliance with the BSA. 

The OCC began its next examination of the bank’s BSA compliance in October 2003. The 
purpose of this examination was to assess complimee with the C&D order and the PATRIOT 
Act, and to review accounts related to the Embassy of F^quatorial (juinea. It was clear from this 
examination that the bank had made progress in complying with the order and in improving its 
AML program. Another notable accomplishment was the successful implementation of the long 
planned system upgrade that significantly improved the information available to bank staff and 
management to monitor account activity and identify suspicious activity. Notw'ithsttUiding, there 
were significant areas of noncompliance noted by our examination. The examiners found that, as 
with the Saudi Embassy accounts, the bank lacked sufficient policies, procedures and controls to 
identify suspicious transactions concerning the bank’s relationship with Equatorial Guinea 
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These transactions involved millions of dollars deposited in a private investment company 
owned by an official of the country of Equatorial Guinea; hundreds of thousands of dollars 
transferred from an account of the country^ of Equatorial Guinea to the personal account of a 
government official of the country; and over a million dollars transferred from an account of the 
country of Equatorial Guinea to a private investment company owned by the bank’s relationship 
manager. The findings from this examination, as well as previous examination findings, formed 
the basis for the OCC’s recent CMP jmd C&D actions. 

In retrospect, as we review our BS A/AML compliimce supervision of Riggs during this period, 
we should have been more aggressive in our insistence on remedial steps at an earlier time. We 
also should have done more extensive probing and transaction testing of accounts. Our own 
BSA examination procedures called for transactional reviews in the case of high-risk accounts, 
such as those at issue here, yet until recently, that was not done at Riggs in the Saudi Embassy 
and the Equatorial Guinea accounts. Clearly, the types of strong formal enforcement action that 
we ultimately look should have been taken sooner. This is not a case where the deficiencies in 
the bank’s systems and controls were not recognized, nor w'as there an absence of OCC 
supervisory attention to those deficiencies. But we failed to sufficiently probe the transactions 
occurring in the bank’s high-risk accounts and we gave the bank too much time, based on its 
apparent efforts to tlx its own problems, before we dcmmided specific solutions, by specific 
dates, pursuant to formal enforcement actions. As described below, we have reevaluated our 
BSA/ AML supervision processes in light of this experience and we will be implementing 
changes to improve how we conduct supervision in this area. I have also directed that our 
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RESPONSE TO WRITTEN QUESTIONS OF SENATOR BENNETT 
FROM DONALD E. POWELL 

Q.l. Concerns have been raised about the fact that the owners of 
industrial loan banks are not regulated as bank holding companies 
by the Federal Reserve. Some critics have charged that industrial 
banks, their depositors, and perhaps the deposit insurance system 
are endangered by the banks’ affiliation with “unregulated” parent 
companies. 

Q.l.a. Can you describe the regulatory regime that applies to in- 
dustrial loan banks and their parent companies? What authority do 
the FDIC and State bank regulators have to look into the activities 
of industrial banks’ holding companies and affiliates? 

A.l.a. The FDIC and State bank supervisors regulate industrial 
loan companies and industrial banks in the same manner as other 
State nonmember banks. Industrial banks are subject to the 
FDIC’s safety and soundness regulations (with the exceptions dis- 
cussed below), as well as Federal consumer protection regulations. 
The FDIC’s authority to pursue formal or informal enforcement ac- 
tions against an industrial bank is the same as the FDIC’s author- 
ity with respect to any other State nonmember bank, with limited 
exceptions pertaining to cross-guaranty and golden parachute pay- 
ments (although legislative corrections are being pursued in the 
proposed Financial Services Regulatory Relief Act of 2003). 

Like all insured depository institutions, industrial banks receive 
regular examinations, during which compliance with regulations is 
reviewed and overall performance and condition are analyzed. For 
FDIC-insured, State-chartered banks that are not members of the 
Federal Reserve System, the FDIC, or the State authority conducts 
the examination. The FDIC has agreements with most States to 
conduct examinations under alternating schedules, although in the 
case of larger or troubled institutions, the FDIC and the State au- 
thority generally conduct joint or concurrent examinations. 

Aside from the differences noted above for which legislative cor- 
rections are being pursued, the FDIC’s authority over insured in- 
dustrial banks is essentially the same as its authority over other 
State nonmember banks, and is considered adequate to protect the 
deposit insurance funds. 

Although companies that control industrial banks are generally 
not regulated by any Federal banking agency,^ the FDIC and char- 
tering State authorities directly supervise an insured institution’s 
activities and other relationships with the parent company. An in- 
dustrial bank must comply with Sections 23A and 23B of the Fed- 
eral Reserve Act, which restrict or limit transactions with a bank’s 
affiliates — including parent companies — and with established Rules 
and Regulations, including: 

• Part 325 pertaining to capital standards, 

• Part 364, which requires safe and sound standards of operation. 


^An industrial bank can be owned by a bank holding company, in which case the parent com- 
pany is subject to Federal Reserve supervision. Under a proposed rule, broker-dealers that own 
ILC’s may soon be able to choose consolidated supervision by the Securities and Exchange Com- 
mission. See Alternative Net Capital Requirements for Broker-Dealers That Are Part of Consoli- 
dated Supervised Entities, 62 Fed. Reg. 62872 (proposed November 6, 2003, to be codified at 
17 CFR Part 240). 
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• Regulation 0, governing credit to insiders and their related inter- 
ests, and 

• Consumer protection and CRA regulations. 

As with all insured depository institutions, if an industrial bank 
becomes undercapitalized, its parent company must guarantee that 
the bank will comply with the capital restoration plan that the 
bank must submit under the Prompt Corrective Action provisions 
of the Federal Deposit Insurance Act. An industrial bank’s parent 
company, however, is not subject to the penalties imposed on a fi- 
nancial holding company if a subsidiary bank has an impairment 
of capital or receives a less than satisfactory CRA rating. The in- 
dustrial bank itself would be subject to standard administrative ac- 
tions to resolve a capital impairment issue or a less than satisfac- 
tory CRA rating. The parent company of an industrial bank would 
not be subject to forced divestiture or legal restrictions that may 
be imposed on financial holding companies with such problems at 
the bank level. 

In examining any insured depository institution, the FDIC has 
the authority (under 12 U.S.C. § 1820(b)(4)) to examine any affiliate 
of the institution, including its parent company, as may be nec- 
essary to determine the relationship between the institution and 
the affiliate and to determine the effect of such relationship on the 
institution. Consequently, the FDIC has the authority to examine 
the parent company of an industrial bank for the purposes of deter- 
mining (i) the relationship between the industrial bank and its 
parent and (ii) the effect of such relationship on the industrial 
bank. In the case of a parent company that is subject to the report- 
ing requirements of another regulatory body covered under the 
Gramm-Leach-Bliley Act of 1999, such as a State insurance com- 
missioner, the FDIC has agreements in place to share information 
with the functional regulator. 

The vast majority of industrial bank parent companies are sub- 
ject to the examination authority of their respective State super- 
visor. The States of Utah, California, and Nevada, which collec- 
tively supervise 47 of the 55 FDIC-insured industrial banks, have 
direct authority to conduct examinations of parents and affiliates. 
The Utah Department of Financial Institutions (DFI) requires all 
parent companies to register with the State under Section 7-8-16 
of the Utah Code, and has authority to examine such companies 
under Section 7-1-510. California law no longer makes a distinc- 
tion between banks and industrial loan banks; currently both enti- 
ties are subject to the California State Financial Code. The 
California DFI has authority to examine parent organizations 
though Chapter 21, Section 3700 (specifically Section 3704) of the 
California Financial Code and to require reports and information 
through Section 3703 of the California Financial Code. In the State 
of Nevada, holding companies are required to register with the Sec- 
retary of State. The Financial Institutions Department for the 
State of Nevada has authority to conduct examinations of parent 
organizations in Section 658.185. 

Q.l.b. Does the FDIC use its authority to examine industrial 
banks’ parent companies? What is the nature of this review? What 
has been the agency’s experience? 
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A.l.b. As noted earlier, the FDIC has the authority to examine an 
industrial bank’s parent for the purpose of determining (i) the rela- 
tionship between the industrial bank and its parent and (ii) the ef- 
fect of such relationship on the industrial bank. When it has been 
deemed necessary to review such relationships, the existence of 
this examination authority has greatly enhanced the FDIC’s suc- 
cess in obtaining the information needed to make such determina- 
tions without any resistance from the parent organization. As a 
result, the FDIC has had only two cases where it had to use its 
authority to examine industrial banks’ parent companies on-site. 
These cases were problem situations that involved securitization 
activities run through the parent organization. 

It is important to note that industrial banks that have been 
rated 3, 4, or 5 had problems that are not unique to their charter, 
nor have troubled industrial banks had a history of unusual influ- 
ence from parent companies or affiliates. The issues facing the 
troubled institutions have not been dissimilar from those encoun- 
tered by the industry at-large, including those in a traditional bank 
holding company framework. 

Q.l.c. Does the relationship of an industrial loan bank to its hold- 
ing company involve risks that are not present with regard to com- 
mercial banks and bank holding companies? If so, what does the 
FDIC do to address them? 

A.l.c. Most existing industrial banks are generally operating under 
a business model that is not dissimilar to those of commercial 
banks and bank holding companies. These models can be grouped 
into the following broad areas: 

• Institutions serving a community niche — these institutions often 
provide credit to consumers and small- to medium-sized busi- 
nesses. In addition to retail deposits, funding sources may in- 
clude commercial and wholesale deposits, as well as borrowings. 
Institutions that operate within a larger corporate organization 
also may obtain funding through the parent organization. 

• Institutions that focus on specialty lending programs, including 
leasing and factoring-funding sources for this relatively small 
number of institutions may include retail and commercial depos- 
its, wholesale deposits, and borrowings. 

• Institutions that are embedded in organizations whose activities 
are predominantly financial in nature, or within the financial 
services units of larger corporate organizations — these institu- 
tions may serve a particular lending, funding, or processing 
function within the organization. A few institutions restrict 
themselves to facilitating corporate access to the payment system 
or supporting cash management functions, such as administering 
escrowed funds. 

However, a few industrial banks do operate under a business 
model that does involve activities that directly support the parent 
organizations’ distinctly commercial activities. These institutions 
largely finance retail purchases of parent company products, rang- 
ing from general merchandise to automobiles, fuel for rental car op- 
erations, and heating and air conditioning installations. Loan prod- 
ucts might include credit cards, lines of credit, and term loans. 
Funding is generally limited to wholesale or money center oper- 
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ations, borrowings, or other options from within the parent organi- 
zation. The FDIC ensures that these risks are addressed by the 
bank’s risk management practices through the examination process 
and regulatory controls over affiliate transactions, requirements for 
safe and sound operations, minimum capital standards, and the 
other supervisory and regulatory authority described earlier. 

Q.2. Concerns have also been raised about whether liberalized 
interstate branching authority, if approved by Congress for com- 
mercial banks, should also apply to industrial loan banks. 

Q.2.a. Isn’t it true that industrial loan banks currently have the 
same branching authority (and the same branching limitations) as 
other banks? To what extent have they used this authority in the 
past? Is any industrial loan bank operating a network of bank 
branches in the States where they are permitted to do so? 

A.2.a. Industrial banks, like other State banks, get their power to 
branch from their chartering authority. Generally, industrial banks 
have the same branching authority (and are subject to the same 
branching limitations) as other State banks. Currently, the major- 
ity operate in Utah and California, which provide essentially the 
same branching authority to industrial banks as to other State 
banks. This authority has not been used to any significant extent. 

There are a few industrial banks with a relatively small network 
of branches (2,030 branches); however, these branches provide lim- 
ited services (such as purchasing auto loans from local auto deal- 
ers) and do not operate as typical commercial bank offices. As of 
year-end 2003, industrial banks were either: (i) community focused 
with few, if any, branches; (ii) focused on specialty lending pro- 
grams, such as credit cards, leasing, or factoring; or (hi) embedded 
in organizations whose activities are predominately financial in na- 
ture. 

All the largest industrial banks are subsidiaries of large financial 
firms (such as Merrill Lynch) and serve a specific lending, funding, 
or processing function within the organization. These entities tend 
to have very limited branching or none at all. For example, Merrill 
Lynch Bank USA has two branches. American Express Centurion 
Bank, UBS Bank USA, BMW Bank of North America, Volkswagen 
Bank USA, and Volvo Commercial Credit Corp of Utah have no 
branches. 

Q.2.b. Has branching by industrial loan banks been harmful has 
there been injury to depositors, competitors, or the deposit insur- 
ance system? 

A.2.b. Since branching by industrial banks has been limited, there 
are no identified problems in this area that have been harmful to 
depositors, competitors, or the deposit insurance system. While 
branching by industrial banks is limited, some industrial banks 
still engage in activities that are statewide, regional, or national in 
scope. However, these serve a narrow customer niche. This group 
of industrial banks has had few problems during their existence. 
Likewise, branching activity by this group has not been harmful to 
depositors, competitors, or the deposit insurance funds. 

Q.2.C. If industrial loan banks, along with other banks, were given 
expanded de novo branching authority, would the FDIC and State 
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regulators have the power to prevent abuses of this authority? 
Would this authority give industrial loan banks a competitive ad- 
vantage over other banks or over bank holding companies? If it 
would create inequalities, could the FDIC do anything to address 
them? 

A.2.C. The FDIC’s ability to deal with potential abuses arising from 
expanded de novo branching authority for industrial banks would 
be the same as for any other State nonmember bank. Any branch- 
ing activities by an industrial bank would be subject to the same 
application and approval process with the FDIC and State authori- 
ties as any other state nonmember bank. The FDIC and State bank 
supervisors regulate industrial banks in the same manner as other 
State nonmember banks. Industrial banks are subject to the 
FDIC’s safety and soundness regulations (with the three exceptions 
discussed in the answer to question l.a., above), as well as Federal 
consumer protection regulations. The FDIC’s authority to pursue 
formal or informal enforcement actions against an industrial bank 
is the same as the FDIC’s authority with respect to any other State 
nonmember bank. 

Q.3. What would be the impact of legislation allowing industrial 
loan banks to pay interest to corporate owners of NOW accounts 
(which did not repeal the current prohibition against offering 
checking accounts)? 

A.3. If legislation is passed to allow industrial loan banks to pay 
interest on corporate NOW accounts, we would anticipate that 
some would offer these accounts. Currently, some industrial banks 
can and do offer demand deposits, and it is likely that if allowed 
to do so, some would offer corporate NOW accounts. The issue is 
one of competitive concern rather than one of regulatory concern. 

If legislation is passed that allows only commercial banks to offer 
interest-bearing demand deposits to their corporate customers, but 
does not repeal the current prohibition on industrial banks from of- 
fering NOW accounts to corporate customers, it would create dis- 
parity in the treatment of industrial banks and commercial banks. 
Currently, small industrial banks (those under $100 million) and 
those grandfathered under the Competitive Equality Banking Act 
of 1987 (CEBA) may offer demand deposits. Such legislation would 
exclude them from being able to compete with commercial banks as 
they currently may do. 

Q.3.a. Does the business model of industrial loan banks suggest 
that providing corporate NOW accounts is now, or would become, 
widespread? If so, does this raise regulatory concerns, and does the 
FDIC have the ability to address them? 

A.3.a. The business model of most industrial banks precludes them 
from providing corporate NOW accounts because NOW accounts 
are only available to individuals, certain nonprofit organizations, 
and governmental units. Further, most industrial banks cannot 
offer demand deposits, either because their size precludes them 
from doing so or they were not grandfathered under CEBA. 

As one would predict from the restrictions cited above, the data 
on industrial loan companies show that few fund themselves 
through either demand deposits or NOW accounts. As of year-end 
2003, only 4 of 52 industrial banks funded more than 10 percent 
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of their assets through noninterest hearing deposits. Another 11 
funded between 1 percent and 10 percent of their assets with non- 
interest hearing deposits. The vast majority of industrial banks did 
not rely on these deposits as a source of funding. 

The group of industrial banks offering NOW accounts was even 
more constricted. Only 14 industrial banks showed any NOW ac- 
count activity. Of these, 8 funded more than 1 percent of their 
asset base with NOW accounts, and no institution funded more 
than 5 percent of assets with these accounts. 

Whether a change in the legislation would lead industrial banks 
to offer NOW accounts to corporate customers is unknown, as their 
current business models would not be focused on this as a source 
of funding. 

Q.3.b. Would the offering of interest bearing NOW accounts to cor- 
porations raise regulatory concerns? If so, does the FDIC have the 
authority to address them? 

A.3.b. As mentioned above, allowing industrial banks to provide 
corporate NOW accounts is an issue of competitive concern rather 
than one of regulatory concern. As with thrifts in the late 1970’s 
and early 1980’s, the ability to provide products that are similar to 
checking accounts brings new competition into the banking sector. 
Moreover, eliminating the prohibition would lead to greater eco- 
nomic efficiency for both banks and industrial banks as they would 
be able to charge explicitly for services they now provide for free 
or at a discount. The time and expense associated with trans- 
actions designed to circumvent the prohibition, such as interest- 
rate sweep accounts, would be reduced or eliminated. 

The FDIC does not anticipate that there would be any safety and 
soundness issues posed by the payment of interest on NOW ac- 
counts held by businesses. Extending the ability to pay interest on 
corporate NOW accounts will not pose a threat to the stability of 
the financial system. The FDIC currently supervises industrial 
banks and State-chartered, nonmember banks that offer NOW ac- 
counts. There should be no particular concern with these accounts 
beyond the normal supervisory concerns of requiring institutions to 
know their customers and manage the accounts in a safe-and- 
sound manner. 

Q.4. Concerns have been raised about Wal-Mart acquiring a bank 
charter. Last summer, the FDIC conducted a symposium on bank- 
ing and commerce to explore this issue. 

Q.4.a. Is Wal-Mart an applicant for an industrial loan bank charter 
or any other bank charter? 

A.4.a. We are not aware of any pending charter application by Wal- 
Mart. Neither Wal-Mart Stores, Inc., Bentonville, Arkansas, nor 
any of its subsidiaries, have filed an application or notice with the 
FDIC. 

Q.4.b. Would the FDIC be involved in the process of approving 
such an application? 

A.4.b. The FDIC would be involved in approving deposit insurance 
for any newly chartered bank. Although an application for a char- 
ter and for deposit insurance may be filed under a single inter- 
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agency application, the FDIC retains full authority with regard to 
deposit insurance determinations. 

If a retail company sought to acquire control of any existing 
State, nonmember bank, under Section 7(j) of the FDI Act, 12 
U.S.C. § 1817(j), it would have to provide the FDIC written notice 
of that transaction. The FDIC would review and have authority to 
disapprove the proposed acquisition within the notice period pro- 
vided under the law based on several statutory factors. 

Q.4.C. Do the FDIC and State regulators have the authority to im- 
pose conditions on the approval of such an application (for example, 
limitation on the bank’s activities or its branching authority)? 

A.4.C. In approving deposit insurance, the FDIC has the authority 
to, and generally does, impose conditions on the approval. The 
FDIC’s “standard” conditions, among other more routine require- 
ments, require final approvals from other appropriate regulatory 
agencies and reserve authority for the FDIC to alter, suspend, or 
withdraw approval before consummation should any interim devel- 
opment be deemed to warrant such action. 

The FDIC also may impose restrictions or prudential conditions 
in addition to standard conditions. Examples of such safeguards in- 
clude requiring adequate capital and liquidity, a business plan ap- 
propriate to the nature and complexity of activities conducted by 
the bank, on-site management, an independent board of directors, 
and policies and controls to ensure arm’s-length transactions with 
the parent and other affiliates. In regard to branch authority spe- 
cifically, the FDIC normally relies on the broad statutory frame- 
work governing branching activities embodied in Section 18(d) of 
the FDI Act, 12 U.S.C. § 1828(d). 

The specific conditions imposed generally depend on the purpose 
and placement of the institution within the overall organizational 
structure and reflect the statutory factors of Section 6 of the FDI 
Act, 12 U.S.C. § 1816, that must be considered in reviewing all ap- 
plications for deposit insurance. These factors are: 

• The financial history and condition of the depository institution; 

• The adequacy of its capital structure; 

• Its future earnings prospects; 

• The general character and fitness of its management; 

• The risk presented by such depository institution to the deposit 
insurance fund; 

• The convenience and needs of the community to be served by the 
depository institution; and 

• Whether its corporate powers are consistent with the purposes of 
the FDI Act. 

The FDIC supports provisions in the Financial Services Regu- 
latory Relief Act of 2003 that would clarify its existing authority 
to approve or disapprove a change in control notice. Specifically, 
Section 405 of the bill clarifies the Federal banking agencies’ au- 
thority under Section 8 of the FDI Act, to enforce written condi- 
tions in connection with, among other things, any notice concerning 
a depository institution. Section 409 clarifies the FDIC’s authority 
to consider the risks inherent in a proposed business plan and to 
use that information in determining whether to disapprove a notice 
of change in control. 
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Q.4.d. What has the FDIC learned from its experience with other 
retailers who have owned hanks in the past, such as Sears, Mont- 
gomery Ward, and JC Penny? What type of banking services did 
these banks provide? Did their relationship with their holding com- 
panies endanger consumers, communities, competitors, or the de- 
posit insurance system? 

A.4.d. Generally, our experience indicates that insured institutions 
owned by retail companies can be satisfactorily served by their re- 
lationships with their parent organizations, both financially and 
otherwise. Benefits include access to capital and liquidity, oper- 
ational support and expertise, and an established pool of potential 
customers. Overall, these benefits flow to the communities in which 
the organization operates in the form of expanded financial options 
for both deposit and loan products. However, in our experience, 
these benefits have not proved so great that competitors — either 
banking or retail — have been endangered. Overall, our experience 
is that such relationships generally serve as a source of strength 
to the insured institution and the deposit insurance fund. 

The universe of insured institutions currently includes, as it has 
in the past, institutions controlled by retail organizations. These 
banking subsidiaries conduct traditional banking activities, gen- 
erally operate from a single location, and market products and 
services through the parents’ locations or operations. Receivables, 
predominantly credit card balances, are generally held by the insti- 
tution or periodically sold to the parent organization. Deposits are 
comprised of parent company accounts, certificates of deposit solic- 
ited from the parent’s customers, and/or funds acquired through 
the national markets. 

Q.4.e. What regulatory concerns would arise if a retailer were to 
acquire an industrial loan bank? Is the FDIC empowered to ad- 
dress these? 

A.4.e. The risk posed by any insured depository institution, wheth- 
er owned by a retailer or otherwise, is a factor of the appropriate- 
ness of the business plan and model, management’s competency in 
administering the institution’s affairs, and the quality and imple- 
mentation of risk management programs. Commercial firms have 
been allowed for many years to operate, or to acquire and control, 
existing or newly formed financial institutions exempted from the 
Bank Holding Company Act (BHCA). This exemption applies to in- 
stitutions chartered as industrial loan companies as well as certain 
institutions covered by the Competitive Equality Banking Act 
(CEBA). Congress, in passing the Gramm-Leach-Bliley Act, lifted 
certain restrictions on the affiliations of banks and financial-serv- 
ices firms, and left in place the existing exemptions from the BHCA 
applicable to both industrial banks and CEBA institutions. 

Control of an institution by a retailer does raise the questions 
surrounding the mixing of banking and commerce. The FDIC be- 
lieves that if adequate safeguards are in place, there is no compel- 
ling safety and soundness reason to preclude retailers from owning 
an industrial bank. To ensure safe and sound operations that pro- 
tect the interests of industrial banks, their depositors, and the in- 
surance fund, examinations necessarily involve a more complex 
analysis to ensure that the institution is especially diligent to: 
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• inform its customers of products that are not FDIC-insured; 

• maintain physical separation in offering insured and uninsured 
financial products; establish policies against prohibited tying ar- 
rangements; and 

• comply with the restrictions limiting transactions between banks 
and their affiliates. 

As with any other insured institution, existing and newly insured 
industrial banks are subject to on-site examinations and other su- 
pervisor^ activities of the FDIC as well as the appropriate State 
chartering authority. Even if the institution is controlled by a com- 
mercial enterprise, a well-developed supervisory strategy can effec- 
tively insulate an insured institution from potential abuses and 
conflicts of interest. 

The FDIC’s regulatory regime and supervisory authorities that 
apply to industrial banks and their parent companies are described 
in the answers to question 1. 



